


DLUME ELEVEN NUMBER THREE 





TAX 
LAW 


REVIEW 


MARCH 1956 





YORK UNIVERSITY SCHOOL OF LAW 

















TAX LAW REVIEW 








VoLuME 11 MARCH 1956 NuMBER 3 





CONTENTS 
ORME Di POUR, +» 60s cc anncdesecnaseeceeuman Harry J. Rudick 
EROSION OF THE TAX BASE AND RATE 
| reer Pere rye mr oe rene." Randolph E. Paul 
As ead hoe a Seaperackisig’s Gein aa pers eae Louis Eisenstein 


THE ScoPE OF THE TAXABLE SALE UNDER 
SALES AND UsE Tax Acts: SALEs AS Dis- 
TINGUISHED FROM SERVICES......... rots Jerome R. Hellerstein 


Motion PicrurE Co-PropucTion DEALS 
AND THEATRICAL BUSINESS ORGANI- 


ZATION (SECOND INSTALLMENT)..... iooeiatiee at Joseph Taubman 
NOTES 
THE TAXATION OF PARTNERSHIP PROFITS UNDER THE 

IncoME Tax Act oF Puerto RIco oF 1954..............000 José A. Mayoral 
SMCUED “TAX FRAMING. .6:c.0.05 505 dibsnnis ancasesseneds Sian beds sews eoasecoaguens 


201 


223 


261 


303 


315 





Entered as second class matter at the Post Office at Albany, N. Y. under the Act of March 3, 1879. 
Published bi-monthly, November to May. Office of Publication, 255 Orange Street, Albany 6, N. Y. 
Executive and Editorial Office, New York University School of Law at 40 Washington Square South, 


New York 3, N. Y. Subscription price $6.00 per year. 


Copyright 1956, by New York University School of Law 














RANDOLPH E. PAUL 
HARRY J. RUDICK * 


Tue death of Randolph Paul signifies the passing of “our most eminent tax 
commentator.” Judge Jerome Frank of the United States Court of Appeals 
for the Second Circuit thus referred to Mr. Paul in one of his opinions. But 
to me, it means a great deal more. During the period of almost twenty years 
in which I was privileged to know Randolph, he was to me at first boss, later 
partner, and always mentor and friend. In my professional development I owe 
more to Randolph than to any other individual. He taught me, as he did all 
who were fortunate enough to work closely with him, not only how to be a 
better lawyer, but also a better citizen. 

I have known virtually all of the leaders of the tax bar of the United States, 
and I am sure I do the others no disservice when I say that Randolph was 
the top. Certainly no other lawyer has contributed as much to the store of 
legal tax knowledge or has had an equivalent influence on the evolution of 
tax law. Legislators, administrators, the bar, and the judiciary all paid careful 
attention to what Mr. Paul said; and although I have made no compilation, 
I am confident that the courts have cited him far more often than any other tax 
authority. 

It has always been to me a pity that he was not drafted for an appellate 
court where he could have directly affected the development of judge-made 
law. He did devote a significant number of his most fruitful years—at heavy 
financial sacrifice—to direct public service. His most important public service 
was as the chief architect of administration tax policy during the tremendously 
difficult years of World War II; and the Revenue Act of 1942, which he 
guided through Congress, was until the Revenue Act of 1954 the most signifi- 
cant piece of revenue legislation ever enacted in this country. 

Mr. Paul’s published writings reflected deep and incisive thought, couched 
in a style which is a model of clarity and eloquence. Whether on the technical 
phases of taxation or on its broad policy aspects, his books and articles are 
not only useful but give aesthetic satisfaction as well. Many of his essays can 
be catalogued just as appropriately under the heading of “Jurisprudence” as 
“Taxation.” 

In his opinions to clients he displayed an exceptional talent for making the 
complicated clear without creating any false impression that there was no 
complexity. In addition to being a notable “office” lawyer, he was a front-rank 
exponent of the art of forensic advocacy. His career as a trial lawyer and as an 
appellate court advocate was a brilliant one. (This combination of first-rate 
office lawyer and top-flight court lawyer is indeed a rare one.) But he did not 

achieve his success at the Bar at the price of becoming, to use his own words, 


* A Professor of Law at New York University School of Law, Faculty Editor of 
Tax Law Review, and partner of Lord, Day & Lord, New York City. 
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a captive of his clients’ opinions or prejudices. He made it clear that clients 
could buy his services but not his private opinions, and he did not hesitate to 
speak out for what he considered the public good even when he knew his views 
would not coincide with those of many of his clients. Characteristic of him 
was sincerity of speech and of purpose: he meant what he said and was com- 
pletely free of cant, hypocrisy, and double talk. 

He was most generous with his knowledge, time, and money to those with 
inadequate means who sought his help in tax and other problems. Busy as he 
was, he nevertheless interviewed countless neophytes who turned to him for 
advice; and many are the lawyers who found their places through the ministra- 
tions of Randolph Paul. His lectures and other educational endeavors long 
after the time when he had anything to gain from them are a further manifesta- 
tion of his dedication to the field in which he labored. 

The tax bar and society in general are the poorer without Randolph. But 
not all of him is gone. The ideals which he inculcated in the rest of us—in- 
tegrity, sincerity, the endeavor to express honest thought lucidly and literately, 
attention to our obligations as members of society as well as members of the 
bar—these remain. His calm and unassuming, almost shy, manner led some 
to believe that he did not feel deeply. But those who really knew him know 
that he could be stirred to the depths, that he hated injustice, bigotry, and 
hypocrisy, and that when he could he raised his voice and dug into his pocket 
to counteract them. 

Characteristically, he died as he had lived, striving for the elimination of 
inequity and special privilege in the tax law and the general improvement of 
the tax structure so that it might become a better instrument of fiscal and 
social policy as he envisioned such policy. Randolph Paul was not only a great 
lawyer, he was a great man. His monument will be the record of his public 
service, his writings, and the affection and respect in which he was held by 
those who knew him well. 








Erosion of the Tax Base and 
Rate Structure* 


RANDOLPH E. PAUL 


Ce idea is firmly planted in the ambivalent American mind that the 
United States has a progressive income tax system. Some Americans, a 
good many of them Americans paying income tax at a flat or relatively 
unprogressive rate, take virtuous pride in the fact that we have a system 
of this kind; they regard our system as a victory for the democratic con- 
trol of taxation. They assume, of course, sometimes for Keynesian reasons, 
that a progressive system helps the economy in several ways. Other Amer- 
icans object, often with loud voice, to the high degree of progressivity they 
are able to detect in our federal tax system. To a certain incalculable extent 
some of these Americans, especially if they are taxpayers—or hope to 
become taxpayers—paying tax at progressive rates, deplore, at least at the 
subconscious level, the contribution the federal tax system exacts, or may 
some day exact, from their pocketbooks. 

But the story has a different emphasis when it is told. Progressivity is 
semantically popular in low income quarters, and objectors usually find it 
prudent to dress their objections in fancy, verbal clothes. They do so some- 
times by asserting that the excessive progressivity of the American system 
impairs incentives to work, produces a shortage of venture capital, and 
inhibits the healthy growth of the economy. Objections in this vein sound 
better than plain objections to the payment of taxes. 

These two violently opposed schools of thought make one common 


[RanpotpH E. Paut died suddenly on February 6, 1956 in Washington, D. C. while 
testifying before the Subcommittee on Tax Policy of the Joint Committee on the Eco- 
nomic Report. He was at the time of his death a member of the New York and District 
of Columbia Bars and a partner in Paul, Weiss, Rifkind, Wharton & Garrison, New 
York City and Washington, D. C.—Ed.] 

* This article is based upon a paper by the writer included in Fep—ERAL Tax PoLicy FoR 
Economic GrowTH AND SrasiLity 297 (1955), a publication of the Joint Committee or 
the Economic Report, 84th Cong., Ist Sess. (1955), and also in a Report of the Subcom- 
mittee on Tax Policy of the Joint Committee on the Economic Report, S. Rep. No. 1310, 
84th Cong., 2d Sess. (1955). Included herein is certain testimony given by the writer 
at a session of the Subcommittee on Dec. 9, 1955. 

I acknowledge with gratitude the help given me by Janet Hart, of the District of 
Columbia Bar, in the preparation of this article. : 
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assumption that the American income tax system is highly progressive. 
This article will question that premise. It will concentrate upon the single, 
factual issue of the extent of progressivity in our federal income tax sys- 
tem.’ To state my findings of fact in advance of my proof, my conclusions 
will be that the pride of one school of thought and the fears of the other 
school are largely unfounded. My first conclusion will be that for most 
taxpayers we have a far less progressive income tax system than is popu- 
larly supposed and that the system is not as progressive as it pretends to 
be.* My second conclusion will be that the progression remaining in that 
system after considerable erosion over the course of time works a number 
of gross discriminations, particularly against a large and respectable part 
of the American population which earns the principal part of its taxable 
income. 





THE RATE STRUCTURE OF THE INCOME TAX 


We may look first to the pretenses of the individual income tax. The tax 
begins at 20 per cent of taxable income and rates rise fairly rapidly in the 
principal schedule.* A top rate of 91 per cent is applied to the excess of tax- 
able income over $200,000 in the case of individuals other than heads of 
households. The taxable income of heads of households reaches the same 
top bracket at $300,000 and the combined taxable income of married 
couples at $400,000. On paper these rates certainly indicate a progressive 
system. 

If our tax system actually imposed any such rates upon individual in- 
comes, there might be a prima facie case for the hypothesis, often stated 
as dogma, that our income tax system has impaired incentives to work and 
has wiped out the capacity of taxpayers to provide investment funds for 
the growth of the economy. It would be strange if a system carrying these 
rates did not have some effects of this kind. But, as we shall see, with re- 
spect to most taxpayers, the bark of our individual income tax is much 
worse than its bite. Perhaps this is one reason why the American taxpay- 
ing public continues to work as indefatigably as it used to work in the good 
old days nostalgia sometimes brings to fond memory. The same fact may 
help to explain why convincing evidence that there is any dangerous short- 

1 Our various state income taxes are progressive only to a very mild degree. 

2 Recent years have witnessed a shift away from taxes on consumption to taxes upon 
individual and corporate profits. This may have made the whole tax system more pro- 
gressive than it formerly was. This paper is directed primarily to the income tax itself, 
the supposedly most progressive element in the system, and not to the whole system. 

3 T.R.C. § 1 (1954). See also Hansen, Economic Stability and Growth in FeveraL Tax 


Poticy For GROWTH AND StasiLity 17 (1955), and Groves, Special Tax Provisions and 
the Economy, id. at 287. 
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age of investment funds to provide for a healthy development of the 
American economy * remains mysteriously lacking.® 

We may, perhaps appropriately, start our analysis at the bottom of the 
income scale. The income tax rates start at 20 per cent of taxable income.® 
The 20 per cent rate applies to the first $2,000 of taxable income, or $4,000 
of taxable income of a married couple filing joint returns. In 1953, the last 
year for which estimates are available, 63 million out of 77 million tax- 
payers ‘ paid tax at this first bracket rate. For these taxpayers the exemp- 
tions were the only important factor of progressivity. They are probably 
the all-important factor of progressivity for a good many additional tax- 
payers in the lower and middle range of the income scale.* 

Now we move to statistics which cover the whole income range. An 
estimated total of $117 billion of taxable income was reported for 1953 
by all taxpayers in all brackets of income. This total of taxable income paid 
$32 billion of individual income taxes. Therefore, the average effective 
rate of tax applying to the total reported tax base was about 27 per cent.® 
This average effective rate exceeded the first bracket rate of 22.2 per cent 
by only 4.8 percentage points. Thus, only about 18 per cent of the total 
yield of the individual income tax came from the impact of this average 
excess effective rate over the first bracket rate. 

The rate structure contained in the 1954 Code shows marginal rates 
moving up to 87 per cent upon taxable incomes of $100,000 and 91 per 
cent upon incomes in excess of $200,000. According to the table set forth 
in section 1 of the 1954 Code, an individual other than the head of a 
household should pay a tax of $67,320 upon taxable income of $100,000. 
An individual having the same status and receiving taxable income of 
$200,000 is liable for an income tax of $156,820. The apparent effective 
rate applicable to unmarried individuals other than heads of households is, 
therefore, about 67 per cent upon incomes of $100,000 and about 78 per 


4It could be argued that we are past the time when investment depends upon contribu- 
tions from the untaxed funds of the high bracket incomes and that this source of invest- 
ment capital is less important than it used to be because much potential investment is now 
available in pension trust funds and other pools of capital owned in part by the low 
incomes. 

5 See Butters, THOMPSON, AND BoLINGER, EFFECTS OF TAXATION: INVESTMENTS BY 
Inpivipuats 28, 48, 50 (1953); Saunpers, Errects oF TAXATION ON Executives 12 
(1951) ; Heller, Limits to Taxable Capacity With Respect to Income Taxation, Tax 
INSTITUTE SyMPosIUM (1952). 

6 LR.C. § 1 (1954). 

7 Counting married couples filing joint returns as two taxpayers, each with half the 
combined taxable income. 

8 Musgrave, CONFERENCE ON TAXATION, CIO ComMMiITTEE ON Economic Poxicy 32 
(1953) ; Paut, TAXATION IN THE UNttTeED States 761 (1954). 

® Pechman, Yield of the Individual Income Tax During a Recession, 7 Nat’: Tax J. 
1, 9 (1954). ‘ 
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cent upon incomes of $200,000. The apparent effective rate applicable to 
married individuals, because of the privilege of income-splitting,’® is about 
54 per cent where the combined income of the couple is $100,000 and 
about 67 per cent where the combined income of the couple is $200,000. 

These are high rates of tax. On paper they certainly look severe enough. 
In fact, however, the statutory schedule does not tell the whole story. It 
is a column of theoretical rates at the beginning of the Code. At other 
places the same Code sets up a number of alternative separate, lower tax 
rates.’1 If we use the concept of income called “adjusted gross” income, 
which includes half of net capital gains, the actual effective rates of income 
tax for 1952 for taxpayers with incomes above $100,000 was 53.4 per 
cent.'* This was so even though marginal rates reached the stratospheric 
level of 92 per cent in that year and the maximum effective rate then 
reached the high level of 88 per cent.”* 

10 T.R.C. § 2 (1954). 

11 Some of these later rates apply to individuals or very limited groups. See Surrey, 
CONFERENCE ON TAXATION, CIO Committee on Economic Poricy 42 (1953); Cary, 
Pressure Groups and the Revenue Code: A Requiem in Honor of the Departing Uni- 
formity of the Tax Laws, 68 Harv. L. Rev. 745 (1955). 

12 At the hearings of the Subcommittee of the Joint Committee on the Economic Report, 
held Dec. 9, 1955, I presented in support of the above conclusion the following table based 
upon STATISTICS OF INCOME: 

Effective rates of tax paid by taxpayers with adjusted gross income of $100,000 or more 
[Dollar amounts in millions] 





Reported adjusted - Reported tax Effective rate of tax 
Year gross income * liability ? (col. 2 + col. 1) 
(1) (2) (3) 
Per cent 
1946 2,066 1,168 56.5 
1947 2,104 1,208 57.4 
1948 3,057 1,509 49.4 
1949 2,655 1,288 48.5 
1950 4,057 2,045 50.4 
1951 3,923 2,082 oo. 
1952 3,324 1,776 53.4 


1 Income before deductions and exemptions. Includes only half of long-term capital gains ; 
excludes such items as tax-exempt interest, percentage depletion, etc. 

* Includes normal tax, surtax, and alternative tax. 

Source: Internal Revenue Service, Treas. Dep’t, Statistics oF INCOME For 1946-52, 
Part 1, 25. 

18 STATISTICS OF INCOME FoR 1952, PArt 1, Table 1, 9 (Prelim. Rep.). This percentage 
was 53.1 per cent for 1951. Sratistics oF INCOME For 1951, Part 1, Tables la and 11, 
26, 75. See also Butters, THOMPSON, AND BOoLINGER, Op. cit. supra note 5, at 86-87; Sur- 
rey, supra note 11. For the year 1946 the percentage reached only 50 per cent, for the 
year 1948 it reached 57 per cent. 
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What I have said does not mean that the Federal Government in 1952 
received as much as 53 per cent of every dollar of the income of high- 
bracket individual taxpayers. This percentage for 1952, well below the 
theoretical effective rates made applicable by the Code to high incomes, is a 
percentage only of the total adjusted gross income, including half of long- 
term capital gains. If we added to adjusted gross income the other half 
of realized net capital gains,"* the percentage for 1951 on items of income 
included in adjusted gross income and capital gains would go down from 
53.1 per cent to about 45 per cent.’® It would go still lower if we counted 
as taxable exempt state and local bond interest and the value of personal 
consumption expenditures not included in adjusted gross income, and if 
we made allowance for the effect of percentage depletion deductions in 
excess of cost.® Other provisions of the Code, enabling the legal minimiza- 
tion of the tax liability the statute purports at its beginning to impose, help 
to bring the actual effective rate to this lower level. 

14 A basic policy decision under our federal tax system has been to tax capital gains only 
when realized. If held until the death of the taxpayer, unrealized gains are transmitted to 
the next generation free of income tax. I.R.C. § 1014 (1954). See discussion at p. 211- 
212 infra. 

15 At the hearings of the Subcommittee of the Joint Committee on the Economic Report 


on Dec. 9, 1955, I presented in support of the above conclusion the following table based 
upon STATISTICS OF INCOME: 


Comparison of the effective rate of tax paid by taxpayers with adjusted gross income of 
$100,000 or more on basis of (a) adjusted gross income as reported, and (b) adjusted 
gross income plus excluded long-term capital gains 


[Dollar amounts in millions] 

















Reported tax liability 
Adjusted 
gross income 
Equals : Adjusted including 
gross income Reported 100 per cent 
Add: including 100 adjusted of long- 
Reported Excluded percent of gross term capital 
adjusted long-term long-term income gains 
gross capital capital (col. 4 (col. 4 
Year income gains gains Amount + col. 1) + col. 3) 
(1) (2) (3) (4) (5) (6) 
Per cent Per cent 
1950 4,057 757 4,514 2,045 50.4 42.5 
1951 3,923 705 4,628 2,082 53.1 45.0 


Source: Internal Revenue Service, Treas. Dep’t, Statistics or INCoME For 1950-51, 
Part 1, 77. 


16 On the other hand, the percentages used do not take cognizance of additional taxes 
arising from the audit of returns. 
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It is possible to present as to each bracket in the high incomes the con- 
clusion that the average effective rate is only about 45 per cent upon ad- 
justed gross income plus the half of capital gains not included in adjusted 
gross income.** 

Clearly, there is little progression in effective tax rate in the income 
brackets above $100,000 of annual income if we add to adjusted gross 
income the excluded portion of realized capital gains. The income bracket 
from $1,500,000 to $3,000,000 drops to 37 per cent. The bracket from 
$4,000,000 to $5,000,000 does not seem to have received proportional bene- 
fit from the capital gains differential rate; its effective tax rate, including 
all capital gains, rose in 1951 to 68 per cent. The other brackets enjoyed an 
actual effective rate ranging from 43 to 56 per cent. I do not say that these 
rates are not sufficient. I do say that they are not progressive in actual 
impact and that they are considerably below that which those who pay 
them often say they are paying when they plead that high taxes are de- 
stroying their incentive and preventing the accumulation of the capital 
that is necessary for economic growth. 

It is my hope that further discussion of the problem of tax rates can 
be conducted on a more realistic basis than has characterized much past 


17T did so in December at the hearings held by the Subcommittee of the Joint Committee 
on the Economic Report [84th Cong., Ist Sess. (1955)] in the following table, compiled 
from Sratistics oF INCOME For 1951, the contents of which astonished me as I believe it 
will astonish and surprise the readers of this article: 





Effective 
tax rate 
(allowing 
for 10 per Effective 
Reported centde- Excluded tax rate, 
Classes adjusted Reported Effective ductions) capital including 
(thousands gross tax tax rate, per 1951 gain _all capital 
of dollars) income liability actual rates income gains 
Millions Millions Percent Percent Millions Percent 
$100 to $150 $1,441 $688 48 59 $157 43 
$150 to $200 687 356 52 66 98 45 
$200 to $250 386 208 54 70 74 45 
$250 to $300 260 145 56 72 51 46 
$300 to $400 284 161 57 74 73 45 
$400 to $500 170 99 58 76 46 46 
$500 to $750 234 141 60 77 65 47 
$750 to $1,000 116 70 60 79 36 49 
$1,000 to $1,500 93 58 62 79 24 50 
$1,500 to $2,000 78 44 56 87.2 42 37 
$2,000 to $3,000 69 46 67 87.2 13 56 
$3,000 to $4,000 39 25 64 87.2 17 45 
$4,000 to $5,000 22 15 68 87.2 sae 68 
$5,000 or more 44 26 59 87.2 10 48 





Total 
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discussion. Our tax rates are high; no one would deny this inescapable 
fact. But they are not as high as represented by many high bracket tax- 
payers. Confiscation, a word often loosely used as an epithet in connection 
with our tax schedules, is somewhat less than accurate in description, and 
those who wish to be objective students of taxation should discard the 
term from their vocabulary in discussing our tax rate structure. 


LEAKAGES IN THE RATE STRUCTURE 


Most students of taxation are familiar with the reasons why most 
American taxpayers do not pay income tax at the rates appearing in the 
schedules at the beginning of the Internal Revenue Code. I should like, 
however, briefly to list the principal reasons."* 

(1) Although I think that Congress has constitutional power to tax *® 
interest upon bonds issued by state and local governments, the Code ex- 
plicitly exempts this type of income.*® Many attempts to stop this costly 
leak in revenue have proved unsuccessful.” Curiously enough, Congress 
grants this exemption not so much to help the bondholder receiving the 
interest as to help the debtor state or municipality issuing the bond which, 
it is claimed, would have to pay a higher interest rate if the exemption were 


18 See the discussion in Cary, Pressure Groups and the Increasing Erosion of the 
Revenue Laws in FeperAL Tax Portcy ror Economic GrowTH AND StasiLity 260 
(1955) ; Groves, supra note 3, at 286. There are some offsets to the above list (note 17 
supra) which tend to diminish the disparity between theoretical and actual tax rates. For 
example, capital losses are not completely deductible. Individuals with fluctuating incomes 
may pay over a period of years greater taxes than would be called for by the theoretical 
rates. And from the standpoint of wealth accumulation, we must remember that most states, 
and some cities, impose income taxes. This, however, would not seem to be an important 
factor since these taxes are deductible in computing income subject to the federal tax. 
Generally speaking, it may be assumed that these offsets have an almost negligible impact 
when compared with the considerations which tend to bring the impact of the income tax 
below what would be expected from the theoretical rates contained in the statute. 

19 See Helvering v. Gerhardt, 304 U.S. 405 (1938) ; Allen v. Regents of the University 
System of Georgia, 304 U.S. 439 (1938) ; see also Opinion of Assistant Attorney General 
Samuel Clark in Hearings Before the Ways and Means Committee on Revenue Revision 
of 1942, 78th Cong., 2d Sess. 3106 (1942). 

20T.R.C. § 103(a) (1) (1954). In early 1955 commercial banks held over $13 billion of 
state and local tax-exempt securities ; other corporations subject to regular tax held over 
$4 billion; and individuals about $14 billion. Interest on these obligations amounted to 
approximately $1 billion during 1955. Hellmuth, Erosion of the Federal Corporation In- 
come Tax Base in FepErAL TAx Poricy ror Economic GrowTH AND STABILITY 893 
(1955). 

21 In 1935 President Roosevelt, following the lead of Presidents Harding and Coolidge 
and all Secretaries of the Treasury since 1919, including Secretary Mellon, suggested that 
a constitutional amendment be submitted to the states permitting a federal income tax on 
income from this source. Congress did not act upon this proposal, nor again upon a pro- 
posal made in 1938 that Congress assume constitutionality and adopt legislation ending 
these exemptions for the future. Again in 1942, a war year, another attempt to eliminate 
this statutory exemption was unsuccessful. 
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not available. This exemption costs the Federal Government something like 
$300 million of revenue a year. 

(2) The statute exempts interest upon savings invested by individuals 
through life insurance companies.*” The tax inducement in life insurance 
follows from the savings component of insurance premiums—interest 
earned and accumulated on the reserves of life insurance policies is not 
taxable to the policyholder or in any substantial degree to the insurance 
company. The proceeds of a policy paid to beneficiaries upon the death of 
the insured are completely exempt from income taxation.** Where a policy 
matures or is surrendered for its cash value, only the excess of the amount 
realized over the entire amount of premiums paid is taxable. Since the 
premiums paid in a pure sense include the cost of the insurance (including 
agents’ fees and operating costs of the insurance company) as well as the 
savings contribution of the policyholder, there will often be no income 
tax upon the surrender of a policy, even where the policy has substantial 
savings features. In other words, the insurance component of the premiums 
frequently will be large enough to offset the interest accumulation under 
the savings component. Therefore, insurance offers investors a means of 
obtaining tax-exempt income if they are willing to make a package pur- 
chase of insurance and savings and are able to pass the necessary physical 
examination to qualify for life insurance. 

(3) In the case of almost all minerals ** the statute permits a deduction 
of percentage depletion beyond the cost of the property being depleted ; it 
also permits a full deduction for certain expenses of exploration and de- 
velopment.” In the case of other property used in business the deduction 
for depreciation is limited to the cost of the property. The combination of 
percentage depletion and the intangible development expense deduction are 
costly to the revenue. They cost at least $500 million, which would other- 
wise come from corporate taxpayers; no one knows how much subsidy 
they extend to individual taxpayers.”* It may be one of the vices of this 
subsidy that it does not appear on the expenditure side of the budget.*" 

(4) The statute permits a deduction of a number of personal consump- 


22 BUTTERS, THOMPSON, AND BoLINGER, op. cit. supra note 5, at 316. 

23 T.R.C. § 2042 (1954). 

24 The deduction extends to clam and oyster shells, which may not be classifiable as 
minerals. I.R.C. § 613(b) (5) (1954). 

25 T.R.C. §§ 615, 616 (1954). 

26 See ForTUNE directory of the 500 largest United States industrial corporations in 
the Supplement to its July, 1955 issue, showing that the ten largest American industrial 
companies, exclusive of oil companies, in 1954 paid 48 per cent of their net income in taxes, 
whereas the ten largest oil and gas companies paid only 28 per cent. The ten largest oil and 
gas companies retained a total of $597 million in 1954, which they would have paid out in 
taxes but for the percentage depletion and intangible development expense deduction. 

27 Heller, supra note 5. 
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tion expenditures, such as real estate and other taxes,** interest payments 
upon mortgages upon owner-occupied homes, and interest upon consumer 
debt.” These deductions have the effect of excluding these items of ex- 
penditure from taxable income *® and creating a tax discrimination in 
favor of borrowers and home owners. 

(5) The splitting of family income *' by the use of multiple trusts, gifts 
inter vivos, and family partnerships enables a substantial reduction of 
family tax liability.” 

(6) Many taxpayers employ other legal means to minimize the tax 
liability which would arise from the apparent rates listed in the statute. 
Some of the most popular techniques are deferred compensation arrange- 
ments,** pension trusts,** and various types of fringe benefits. 

(7) The impact of the theoretical tax rates imposed by the statute is 
frequently diluted by the accumulation of profits in closely-held corpora- 
tions.** While these accumulated corporate profits do not in a technical 
sense represent income of the individual stockholders until they are dis- 
tributed, they do constitute an addition to the wealth of the stockholders. 
Moreover, they may become the income of the individual stockholders in 
years of low rates or loss years, or they may eventually be taxed as capital 
gains of the individual stockholders upon sale of their stock or upon final 
liquidation or partial liquidation. They may never be taxed if the stock is 
not sold by the shareholder. Thus, in one way or another the stockholders 
often escape the impact of the theoretical rates appearing at the beginning 
of the statute. 

(8) Capital gains receive preferential treatment in the form of an ex- 
clusion of 50 per cent of net capital gains and an optional rate of 25 per 
cent, a rate only a little higher than the lowest surtax rate. In addition, 
many potential capital gains escape taxation altogether where owners re- 


28 T.R.C. § 164 (1954). 

29 Jd. § 163. 

80 BuTTERS, THOMPSON, AND BoLinceER, Deductible Contributions, op. cit. supra note 5, 
at 81. 

31] favor, as does Professor Surrey, the income-splitting principle introduced into the 
Code by the 1948 Act as the only practical solution of the problem of discrimination cre- 
ated by the community property system of some Western and Southern states. Indeed, in 
1947 we both testified before the Senate Finance Committee on behalf of this change in the 
statute. There is probably too much differential under existing rate schedules in favor of 
married persons, but this error can be corrected by substituting new rate schedules. 

32 Gerhard Colm has said that “The high rates are largely ineffective” for this reason. 
Colm, CoNFERENCE ON TAXATION, CIO ComMiTTEE on Economic Poticy 3 (1953). 

33 T.R.C. §§ 401-4 (1954). 

84 Jd. 

85 HALL, TAXATION OF CoRPORATE SuRPLUS ACCUMULATIONS 185 (1952), a study pre- 
pared for the Joint Committee on the Economic Report, 82d Cong., 2d Sess. (1952). See 
also SmitH, EFFECTS OF TAXATION: CORPORATE FINANCIAL Poticy 184 (1952). 
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frain from selling appreciated assets until their death.*° These preferences 
probably are the major reason for the disparity between theoretical and 
actual rates of income taxation in the high income brackets. It may be 
added that each tax bill coming from Congress contains provisions estab- 
lishing new tax-shelters arising from the classification as capital gain of 
items of receipts formerly taxable as ordinary income.** The most recent 
beneficiaries of this legislative generosity are sales of timber,** stock 
options,*® coal royalties,*° sales of breeding livestock,*! sales of unharvested 
crops with the farm,** and sales of patents.** 

(9) One more contribution to the difference between the theoretical 
and the actual impact of income taxation comes from evasion of the tax. 
Some of this evasion is unintentional ; some is deliberate. Even though the 
statute does not so permit, in actual practice a good many higher bracket 
individuals, especially the owners of family businesses, are able to charge 
off substantial amounts of personal consumption expenditures as business 
expenses. The failure to withhold income taxes from interest and divi- 
dends ** results in a loss of about $300 million annually in revenue. Some 
further evasion is made possible by inadequate administration.* 

Some basic data support the conclusion that income is under-reported in 
tax returns. Striking discrepancies ** appear between Department of Com- 
merce estimates of income ** and the amounts of income reported on in- 
come tax returns for 1944, 1945, and 1946. On the average only 86 per 
cent of consumer money income, after excluding military income, social 
security benefits, and unemployment compensation pensions and annuities, 


86 T.R.C. § 1014 (1954). 

387 For the story of how these and other provisions have been added to the Code, see 
Cary supra note 11. 

38 T.R.C. § 1231(b) (2) (1954). 

39 Td. § 421. 

40 Jd. § 1231(b) (2). 

41 Jd. § 1231(b) (3). 

42 Jd. § 1231 (b) (4). 

43 Jd.§ 1235. Capital gains treatment may now be available on sales of oil and gas 
rights and sales of sulphur royalties. P. G. Lake, Inc. v. Comm’r, 24 T.C. No. 114 (1955) ; 
W. F. Weed v. Comm’r, 24 T.C. No. 116 (1955). 

44 Attempts to persuade Congress to provide for the withholding of tax on dividends, 
interest, and royalties have so far proved unsuccessful. PAuL, op. cit. supra note 8, at 557, 
564, 606, 616, 625. 

45 See THE INTERNAL REVENUE SERVICE, ITS REORGANIZATION AND ADMINISTRATION 
(1955) (study printed by Joint Committee on Internal Revenue Taxation). Almost one- 
half of all business returns, including farm returns, contain some errors the majority of 
which favor the taxpayer. A recent sample study made by the Service indicates that the 
tax resulting from errors in returns totalled $1.5 billion in 1948; of this amount $1.4 billion 
should be attributed to errors in the taxpayer’s favor. 

46 Goldsmith, Appraisal of Basic Data Available for Constructing Income Size Distribu- 
tions, Part VI, in 13 CoNFERENCE ON RESEARCH IN INCOME AND WEALTH 301-4 (1951). 
47 As adjusted for comparability with tax returns. 
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was reported for tax purposes. The average ran that high, with only 36 per 
cent of farm income reporting for 1945, simply because the reporting of 
civilian wages and salaries reached 95 per cent.*® According to the Report 
of the Joint Committee on the Economic Report prepared by the Subcom- 
mittee on Tax Policy “only about 40 per cent of what the Department of 
Commerce describes as personal income enters the tax base.” *® 


THE Errect oF LEAKAGES IN THE RATE STRUCTURE 


The obvious effect of this softness in the graduated rate structure of 
the Code is a substantial loss of revenue. This loss of revenue is important. 
Of course, the restoration of the tax base and the renovation of the rate 
structure would also accomplish objectives beyond an increase of revenue. 
For one thing, it would make the income tax a more efficient agent for 
the redistribution or equalization of income and wealth, if that is an im- 
portant value.®® Also, the distortions and violations of equity now in the 
statute set a limitation upon the potential additional revenues that could be 
derived from rate increases if a national emergency should demand tax 
increases.*! On the other hand, if the incidence of the income tax in the 
upper brackets were as severe as the rate schedules make it appear to be, 
work incentives might truly suffer and venture capital might be as scarce 
as many claim that it now is.®” As things now are, the opponents of the 
existing system are able to make their arguments sound more convincing 
than they would sound if they did not receive plausibility from an appar- 
ently high but unreal rate structure. 

From the standpoint of tax policy, the inequity and discrimination re- 
sulting from the failure of the income tax to live up to its progressive pre- 
tensions have other unfortunate results. As it stands, the income tax is 
not treating alike taxpayers who are similarly situated economically. The 
tax has an uneven impact and is more and more failing to do equity in the 
sense of similar treatment of persons with equal incomes. The vice of the 
present rate structure is not only that it is more apparent than real, it is also 
that it is no more than apparent for some taxpayers and real in a very 
grim sense for others in the same economic position. It does not distribute 


48 The coverage of combined farm and non-farm entrepreneurial income ranged from 
66 per cent to 71 per cent. With respect to other income sources, the range for the three 
years was 65 per cent to 68 per cent of “interest, dividends, and fiduciary income” as a 
group and 45 per cent of rent, excluding roomer-boarder income. Heller, CoNFERENCE ON 
Taxation, CIO ComMITTEE oN Economic Pottcy 21, 24 (1953). 

49S. Rep. No. 1310, 84th Cong., 2d Sess. 5 (1955). 

50 Strayer, The Individual Income Tax and Income Distribution, 14 Am. Econ. Rev. 
430 (1955). 

51 Heller, Practical Limitations on the Federal Net Income Tax, 7 J. Finance 185 
(1952). 

52 PAuL, supra note 8, at 501. 
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its burdens fairly among taxpayers from the standpoint of ability to pay. 
It permits escape from taxation by many taxpayers with substantial ability 
to pay and at the same time places a disproportionate burden upon others 
with the same taxpaying capacity. Since “uniform taxation upon those 
equally able to bear their fair shares of the burdens of government is the 
objective of every just government,” ** this aspect of a growing failure of 
income taxation to do justice among taxpayers should be a matter of in- 
tense concern to all of us. 

On the other hand, the income tax statute comes closer to living up to 
its pretensions with respect to low income taxpayers.** Except in certain 
areas, the effective rate of tax upon these taxpayers is what the statute at 
its beginning says it is. In contrast, the effective rates for most taxpayers 
with high incomes fall far below the pretensions of the statute. The rate 
schedules in the statute therefore misrepresent the comparative situation 
as between high and low bracket taxpayers. In actual fact, the average ratio 
of apparent to actual tax rates is considerably higher for low incomes than 
for middle and upper bracket incomes.*® Moreover, the effective rates for 
some high bracket taxpayers are as represented in the rate schedules at the 
beginning of the statute. This means that for many others in this category 
the effective rates are considerably less than 53 per cent of adjusted gross 
income, or 45 per cent of adjusted gross income plus the other half of cap- 
ital gains. Thus, discrimination does violence to equity not only as between 
taxpayers with high incomes and taxpayers with low incomes, but also 
among taxpayers with high incomes. 

This unfavorable condition of income taxation follows inevitably from 
the causes of discrimination I have listed. The important causes of dis- 
parity between apparent and actual effective tax rates operate primarily in 
favor of the high incomes. The ownership of state and municipal securities 
is largely among high bracket taxpayers.°® High income taxpayers receive 
the greatest benefit from investment of savings in life insurance.™ It is 
a fair assumption, I think, that the benefit of percentage depletion goes 
mostly to taxpayers in the upper brackets and that these taxpayers secure 


53 Black, J., concurring in Helvering v. Gerhardt, 304 U.S. 405, 427 (1938). See also 
BioucH, THE FEDERAL TAXING Process 382 (1952); Blough, Basic Tax Issues in His- 
TORY AND PHILOSOPHY OF TAXATION 21 (1955). 

54 In some respects the statute fails to live up to its pretensions in the case of, and among, 
low income taxpayers. Fringe benefits are on the increase in a dramatic way. The “over 
65” exemption (I.R.C. § 151(c)) and the retirement income credit (I.R.C. § 37) help 
small taxpayers. In addition, many small business owners, marginal farmers, casual 
workers, and domestics are able to escape much of the nominal impact of the tax, and 
not a few low income taxpayers enjoy the benefit of deductions for personal consumption 
expenditures. 

55 See Heller, supra note 51, at 199. 
56 BuTTERS, THOMPSON, AND BOLINGER, op. cit. supra note 5, at 284. 
57 Jd. at 316. 
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a large part of the benefit arising from the deduction of personal consump- 
tion expenditures, such as real estate and other taxes and interest payments 
on mortgages upon owner-occupied homes. Taxpayers having higher in- 
comes more generally resort to tax-avoidance devices, such as multiple 
trusts, gifts inter vivos, family partnerships, deferred compensation and 
pension trust arrangements.°* Few low income taxpayers avoid tax lia- 
bility by accumulating profits in family-owned corporations. Since stock 
ownership is concentrated to a considerable degree in the top-wealth 
groups,” capital gains are also concentrated to a remarkable degree in the 
upper levels of income.® And, finally, last but far from least, taxpayers 
whose income consists largely of wages and salaries have only a limited 
opportunity ®' to minimize the impact of the high theoretical tax rates the 
statute pretends to impose upon all taxpayers. While high-salaried execu- 
tives may to some extent resort to such expedients as deferred compensa- 
tion © and stock option arrangements “ and pension and profit sharing 
trusts, many high bracket taxpayers are helpless to escape, as do other 
high bracket taxpayers, from the impact of the severe rates listed at the be- 
ginning of the statute. These rates are for them actual rates, as they are 
also for wage-earners who likewise have only limited pathways of escape 
through fringe benefits, group life insurance and welfare funds, pension 
plans, health and welfare funds, and food and lodging and other benefits 
in kind.** Most of these limited methods of escape are available only to 
organized labor. 


DANGERS INHERENT IN THE PRESENT RATE STRUCTURE 


There are real dangers for the income tax in these variations in the rate 
structure and erosions of the potential tax base. Paul Strayer has said 
that “current practices are so bad as to seriously weaken the income tax 
as a means of income redistribution and to threaten its future as the largest 
single source of revenue.” © Professor Strayer also visualizes the unpleas- 
ant alternative of a greater dependence upon indirect taxation.® Walter 
Heller has suggested that “growing erosion and corrosion of the income 


58 Td. at 358, 361. 

59 Td. at 373. 

60 SURREY AND WARREN, FEDERAL INCOME TAXATION CASES AND MATERIALS 890 (1954 
ed.). 

61 The opportunity afforded by fringe benefit arrangements. See note 54 supra. 

62 Kisenstein, 4 Case of Deferred Compensation, 4 Tax L. Rev. 391 (1949). 

63 T.R.C. § 421 (1954). 

64 Guttentag, Leonard, and Rodewald, Federal Income Taxation of Fringe Benefits: A 
Specific Proposal, 6 Nat’: Tax J. 250 (1953). 

85 Strayer, supra note 50. 

66 [bid. 

87 Jbid. 
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tax base is increasingly raising questions of how far we can extend our 
reliance upon this form of taxation.” °° William Cary has attributed “the 
increasing complexity of the tax laws” to the present policy of growing 
preferential treatment to segment after segment of our taxpaying public 
and has suggested with alarm the collapse of the income tax system.® On 
one point a good many serious critics are in complete agreement. We have 
“a system of taxation by confession.” * We cannot hope for the continued 
success of a system that depends so completely upon the good will of tax- 
payers and voluntary cooperation of the taxpaying public unless the system 
is kept fair and uniform in its application. As Professor Cary has said, 
“if the average taxpayer finds our tax laws more and more checkered with 
special legislation, the danger is that disrespect will spread and make en- 
forcement impossible.” ™ 

Various explanations have been given for the “disuniformity” that now 
pervades our income tax system. A somewhat cynical explanation has come 
from L. H. Seltzer, an eminent economist. Seltzer has attributed to many 
Congressmen and other persons a feeling about the tax system comparable 
to the feelings of spectators at an athletic contest. “Few persons like to see 
a baseball game in which there are no runs, no hits, and no errors; or a 
football game in which no one makes a touchdown.” So he concludes that 
Congressmen do not want “an airtight system. They want to preserve the 
opportunity for a man to make a financial home run, a touchdown, a kill- 
ing.” * In Seltzer’s opinion the preferential treatment of capital gains and 
other permitted avoidance techniques have the virtue in the legislative 
mind of offering just such an opportunity. 

Stanley Surrey puts forward the hypothesis that Congress does not be- 
lieve in high surtax rates in the upper brackets or the principle of progres- 
sion but bows to the political necessity of putting nominally high rates in 
the statute and then deliberately makes them ineffective. Harold Groves 
suggests that Congress “throws a high rate schedule to the public as a 
demagogic bone and then as deliberately allows escapes from taxes that 
make these rates specious.” ** Surrey does not condemn Congress for its 


68 Heller, supra note 48, at 23 (1953). 

89 Cary, supra note 11, at 745, 775, 780. 

70 Jackson, J., concurring in United States v. Kahringer, 345 U.S. 22, 36 (1953) said, 
“That a people so numerous, scattered and individualistic annually assesses itself with a 
tax liability, often in highly burdensome amounts, is a reassuring sign of the stability and 
vitality of our system of self-government. What surprised me in once trying to help 
administer these laws was not to discover examples of recalcitrance, fraud, or self-serving 
mistakes in reporting, but to discover that such derelictions were so few.” 

71 Cary, supra note 11, at 773. 

72 Seltzer, Capital Gains and the Income Tax, 40 Am. Econ. Rev. 371, 378 (1950). 

78 Groves, Hearings Before the Joint Committee on the Economic Report, 84th Cong., 
Ist Sess. 394 (1955). 
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choice of lower effective rates. In terms of total tax burden the choice 
may be wise, he admits, from the standpoint of incentives for effort and 
investment. It may be a necessary escape valve. But it does, from the stand- 
point of equity, distort the impact of the tax among high bracket taxpayers 
and between many high and most low bracket taxpayers.” 


SUGGESTED REMEDIES 


Several remedies have been suggested for this disease of “disuniform- 
ity” in the income tax. Heller would like to see a tightening up of enforce- 
ment and a restoration of some of the lost base.** Strayer and Heller and 
Cary all suggest a reduction in top bracket rates coupled with a wholesale 
revision to prevent tax avoidance.** Heller would also like to reverse the 
split income provision applicable to husbands and wives, and take the Spar- 
tan path of “making the original eight community property states (and 
their four or five imitators) give up their favored position”; for him 
“the eight-state tail wagged the forty-state dog” when this provision was 
enacted. With this remedy I would disagree, and I think Surrey would also, 
though I think that we would both agree upon the wisdom of reducing the 
present differential in favor of married persons. 

There is general agreement that something drastic needs to be done. 
The income tax is now a wasting asset of the nation. Each special favor 
granted by Congress to place an unfavored group on an equal basis with 
some previously favored group leads to new necessities; some similarly 
placed taxpayer very naturally claims that he deserves like treatment.” 
This process of erosion and patchwork amendment must stop somewhere ; 
otherwise the statute, even now almost hopelessly complicated, will “ap- 
proach the ridiculous,” ** and taxpayers will have to spend more and more 
of their time and energy on the job of keeping their tax liability at a mini- 
mum. Somewhere a line must be drawn, if the statute and regulations are 
not to become a shambles and if we are to stop short of a tax law which 
imposes its nominally severe rates upon only a few politically powerless, 
high bracket taxpayers and its actual lenient rates upon other high bracket 
taxpayers, with a consequent discrimination against most low bracket tax- 
payers who are unable to take advantage of the alternative lower rates 
available to most high income taxpayers. 


74 Surrey, supra note 11, at 43. 

75 Heller, supra note 48, at 25. Surrey disagrees. Surrey, supra note 11, at 44. 

76 DeWind, The Battle of March 15, Esquire 78 (Mar. 1953) ; Colm, supra note 32, at 
5; Strayer, supra note 50, at 440; Heller, supra note 48, at 26; Heller, Hearings before 
Joint Committee on the Economic Report, 84th Cong., Ist Sess. 399 (1955). 

77 See Heller, supra note 51, at 195; see also Johnson, The Last Taxpayer, 30 Taxes 
181 (1952). 

78 Blum and Johnson, 1913-2013, A Hundred Years of Income Taxation, 33 Taxes 41 
(1955). See also Hand, Thomas Walter Swan in Spirit oF Lrperty 213 (1952). 
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Perhaps some pattern of rescue will develop from an analysis of under- 
lying causes of our present difficulties. One important cause, it seems to 
me, has been undue emphasis upon the stimulation of investment and 
freedom from taxation for incentive reasons.” Industry after industry, 
segment after segment of our population, have convinced Congress that 
economic disaster was imminent if relief should be withheld.*° The assump- 
tion of much legislation has been that investment was desperately in need 
of stimulation. Pressure comes from an almost neurotic fear that Amer- 
ican business is a house of cards which a slight gust of wind can blow 
away and that high taxes will destroy the American economy. If it proves 
anything, history proves otherwise. Certainly history fails to support argu- 
ment that high taxes have a ruinous effect upon the economy. I do not like 
high taxes myself, but I am obliged, nevertheless, to admit that work and 
investment incentives have remarkably survived the high taxes of the last 
twenty years and that venture capital is not lacking today after a long 
period of high taxation.*’ Many available statistics properly suggested to 
Professor Alvin Hansen that we have an Alice-in-Wonderland economy 
in which the more we spend for defense and the higher our taxes go, the 
more we have left for investment and consumption.*®? The historical record 
of the last thirty years shows: 

(1) In the prosperous year 1955 taxes are virtually at World War II 
levels. Indeed, the combined corporate normal and surtaxes are even now 
at a level 12 points higher than the level they reached during World War 


Il. 

(2) After a period of low taxation in the 1920s the national income fell 
from a high of $80 billion in 1929 to a low of $40 billion in 1932. Unem- 
ployment rose to a high of 13 million. 

(3) Inthe subsequent period of increasing taxes the American economy 
moved forward to the prosperity we are now enjoying. After adjustment 
for price changes, the per capita income of the average American, after 
taxes, increased 42 per cent between 1929 and 1952; farm income in- 
creased about 50 per cent. Unemployment is hardly a problem in 1955. 

In the lesser period between 1940 and 1952, side by side with heavy 
military spending and high taxes, the United States increased its output 
by 70 per cent, doubled its manufacturing capacity, and private gross in- 
vestments amounted to almost $40 billion a year based on 1951 prices. In 


79 See Heller, Appraisal of the Administration’s Tax Policy, 8 Nat’, Tax J. 12, 18 
(1955). See DeWind, supra note 76. 

80 Cary, supra note 11. 

81 See note 4 supra. 

82 Hansen, UNIVERSITY OF MINNESOTA CONFERENCE ON SAVINGS, INFLATION AND 
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the same period current consumption increased in real terms about 50 per 
cent.** 

The longer period, 1929 to 1952, witnessed the establishment of a Social 
Security program which provides a substantial cushion against the hazards 
of old age, dependency, and unemployment. This system, coupled with 
other systems, public and private, covers nearly everyone with at least $245 
billion of old age and survivors insurance. This means that nine out of 
ten workers are now enjoying retirement protection. About 35 million 
workers are protected by an inadequate unemployment insurance program 
against the loss of a chance to earn a living. 

This showing suggests at least that business is a tougher institution than 
it sometimes pretends to be.** Perhaps the time is at hand when we should 
shift the emphasis of tax policy from encouragement of investment to the 
revitalization of equity and the encouragement of consumption. I do not 
wish to be considered as being an undeviating opponent of tax incentives 
for industrial growth. I do feel, however, that a very strong case should 
be made out for the adoption of any incentive tax proposal, particularly 
if the incentive proposal involves discrimination between different groups 
of taxpayers. As the Joint Committee on the Economic Report has said, 
after a recent and exhaustive study, ““We must be keenly sensitive to the 
weight of responsibility we assume if such decisions, which traditionally 
we are inclined to leave to the mechanism of the price system in the market, 


») 85 


are made. 


CoNCLUSION 


Erwin Griswold has suggested that percentage depletion has come to 
stay.*® Others have suggested that the only remedy for the discrimination 
involved in the percentage depletion deduction is to grant an equivalent to 
all taxpayers.*’ This may well be true of most of the inequities in the tax 
structure. They are men who came to dinner and do not mean to go home. 
If we are going to accept these conditions as facts of political life, we 


83 Jbid. Inflation is not an adequate answer to these statistics. At this Conference Pro- 
fessor Hansen pointed out that of the 82 months from mid-1945 to the spring of 1952 
only 26 were months of rising prices; the other months were months of relatively stable or 
even falling prices. The two and one-half years from January, 1948 to Korea were a 
period of substantial price stability. 

84 See Strayer, supra note 50, at 431. 

85 See S. Rep. No. 1310, 84th Cong., 2d Sess. 6-9 (1955). 

86 Jd. at 8. 

87 See Baker and Griswold, Percentage Depletion—A Correspondence, 64 Harv. L. REv. 
361 (1951), reprinted in FepEraL Tax Poticy ror Economic GrowTH AND STABILITY 
877 (1955). In his classes at Harvard Law School Dean Griswold has suggested that 
percentage depreciation of earning capacity for all individuals would make about as much 
sense as percentage depletion of oil wells. 
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ought to know what we are doing and accept the unpleasant conclusion 
that our only recourse is to approach the problem of tax equity from 
another direction, that is, granting balancing favors to taxpayers who have 
not received their share. We should also make clear to the low bracket tax- 
payers what we are doing, for many now think that the tax rates on the 
high incomes are what they pretend to be.*$ 

At the very least, our next major tax bill should give priority to a sub- 
stantial adjustment of the first income tax bracket downward or a split of 
the first bracket, and leave the other brackets unchanged.* Priorities for 
tax reduction in the lowest brackets have a basis in considerations of 
equity and, perhaps also, economic grounds. As I have shown, our pres- 
ent rate schedules misrepresent the comparative situation as between high 
and low bracket taxpayers. Moreover, as Senator Douglas has pointed 
out, the over-all burden imposed by the combined federal, state, and local 
tax systems is proportional, not progressive at all, at income levels up 
to $10,000 a year and only mildly progressive thereafter.°° Later, when 
conditions permit, perhaps other low brackets could be reduced or split. 
Since the income of taxpayers in the lower bracket consists mostly of 
salaries and wages, this would give relief principally to taxpayers who are 
unable to use the tax-minimizing techniques now authorized by the statute. 
A reduction of this kind would help to restore balance and equity and fur- 
nish a basis for a new rate schedule which would distribute in a fair manner 
whatever tax burden was required to raise needed revenue. 

I would also like to see the unrealistic high rates lowered to a top of, 
say, 70 per cent. These rates produce very little revenue. This reduction 
would not be a bargain, involving, as it would, the reduction of the high 
rates in exchange for the elimination of special favors. If they were put to 
the test, most taxpayers with large incomes would prefer the existing state 
of affairs. They would hardly favor a revision which eliminated rates they 
do not pay and also eliminated provisions that bring their burden down 
well below the level it would reach if the statute contained lower but actu- 
ally effective rates for high bracket incomes. The best argument for the 
elimination of the rates above 70 per cent is that they mean next to nothing 
and misrepresent to the lower bracket taxpayers the tax burden actually 
being imposed upon the high bracket taxpayers. 

A rate reduction in the upper brackets would also give relief to those 


88 John Kenneth Galbraith has facetiously suggested that percentage depletion be applied 
to professors. “There is no group,” he ventures, “where depletion of what is called intel- 
lectual capital proceeds so immutably and leaves such a hideous void.” Hearings Before 
the Joint Committee on the Economic Report, 84th Cong. Ist Sess. 391 (1955). 

89 See PAUuL, op. cit. supra note 8, at 767. I do not suggest an earned income credit 
because of its administrative difficulties. 

90 See S. Rep. No. 1310, 84th Cong., 2d Sess. 11, 12 (1955). 
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high income taxpayers who are unable to reap any advantage from the 
tax-avoidance gadgets now in the Code and who therefore pay an income 
tax which is unfairly higher than the tax of other high income taxpayers 
who are able to use presently available techniques for avoiding the impact 
of the high rates now appearing at the beginning of the Code. This group 
of taxpayers consists largely of self-employed people who report sub- 
stantial income from earnings. 

One suggested way of accomplishing relief for high bracket taxpayers 
who do not benefit from the alternative rates now contained in the Code 
would be to permit some sort of postponement of income tax upon income 
set aside for retirement, so that the tax on part of their high incomes in 
high production years will be deferred to later years when it will be subject 
to a lower rate of taxation.®’ I confess to an instinctive dislike of this 
remedy. It would take us further along the unhappy road we are travelling. 
It is, in fact, a camouflaged rate reduction measure benefitting a particular 
group. A straightforward reduction of the higher brackets seems to me a 
better remedy. 

Congress may soon be debating the issue of tax reduction. It is difficult 
to correct defects in the statute when tax reduction is not feasible. But 
when the economy is doing well and further incentive taxation is generally 
unnecessary, the time is certainly propitious for a redistribution of a lower 
total tax burden in the direction of greater equity. Increased progression 
can come as well from a reduction of the relative burden upon low income 
taxpayers as from an increase of the burden upon high income taxpayers.*” 

If we wish to accomplish this result, we should carefully consider the 
advisability of a reduction of the lowest brackets as distinguished from a 
reduction across the board.** A number of suggestions for averaging also 
deserve careful analysis. To distribute the tax burden more fairly, we 
should at the very least incorporate in the statute a provision for withhold- 
ing tax on dividends and interest.°* We should also eliminate the dividend 
credit introduced into the statute by the 1954 Code. If we keep dividend 
relief, I think that we should change the technique of relief to the dividend 
credit method under which corporate profits paid out as dividends are 
exempted from the corporate tax or at least taxed at a lower rate. Among 
other things, this method provides a safeguard against the possibility that 


91 Hearings Before Ways and Means Committee on H. R. 10 (Individual Retirement 
Act of 1955), 84th Cong., Ist Sess. 2 (June 27 and 28, 1955). See also Hearings Before 
Ways and Means Committee on H. R. 4371, 4373, 3456, 1173, 5847, and 7426, 82d Cong., 
2d Sess. 7 (May 13, 1952). 

92 With the statute in its present condition any legislation of this character should extend 
its benefits to high income taxpayers who do not secure the benefits now accruing to other 
high income taxpayers. 

93 See S. Rep. No. 1310, 84th Cong., 2d Sess. 15 (1955). 
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a shareholder is credited with a tax part of which is passed on to con- 
sumers. 

These are half-way measures. I still entertain the hope that some day we 
may become capable of effecting more heroic remedies. The restoration of 
our lost income tax base requires the destruction of many venerable vested 
interests in tax avoidance. Vested interests always die hard. But we face 
an imperative need to remove discriminations and establish an income tax 
system which refuses to give special benefits to some taxpayers because 
their income comes from particular sources and which taxes alike all dollars 
of income. This would mean a subjection of all income to the same rates of 
tax, with some special provisions dealing with the bunching of capital 
gains and other forms of income.*® The basic problem of taxing capital 
gains is, generally speaking, probably the most difficult one in income tax- 
ation,*® but there is certainly little merit in many of the provisions of recent 
years extending their benefits to more and more types of income and 
permitting capital gains treatment on the sale of depreciable assets.** It 
would require the elimination of the many special statutory favors now 
operating in favor of the owners of certain types of income, such as income 
from oil and the extraction of minerals and from investment in life in- 
surance; it would include the taxation of interest upon future issues of 
state and municipal bonds. 

I would like to see these things done. Until we do them, we shall not 
have a rate structure that says plainly what it means or a statute which 
fairly distributes the heavy tax burdens forced upon us by the troubled 
times in which we live. 

95 Perhaps an averaging device and a more liberal treatment of capital losses. There is 
much to be said for the system of capital gains taxation established by the 1936 Act, later 
abandoned, under which the impact of the tax depended upon the period of holding of the 
capital asset—the longer the period the lower the tax. 

96 See Surrey, Definitional Problems in Capital Gains Taxation in FeperAL TAx Poticy 


FoR EconoMic GROWTH AND STasiLity 404 (1955). 

97 T.R.C. § 1231 (1954). 

8 A discrimination in the present structure is the one which permits escape even 
from capital gains tax [I.R.C. § 1014 (1954) ] in the case of those who refrain from dispos- 
ing of capital assets prior to death. Vickery, Hearings Before the Joint Committee on the 
Economic Report, 84th Cong., 1st Sess. 391, 404 (1955); Paut, op. cit. supra note 8, 
at 683. 








The Rise and Decline of the Estate Tax” 


LOUIS EISENSTEIN 


D EATH taxes are ancient taxes. They were known to the Egyptians, as 
well as the Romans and Greeks.’ Even the complaints against them have a 
venerable pedigree. Pliny the Younger provides as good an example as any. 
He is among the earliest critics who have left us summaries of their com- 
plaints. Pliny eloquently argued that a tax on the shares of direct heirs 
“was an ‘unnatural’ tax, augmenting the grief and sorrow of the be- 
reaved.” ? Almost two thousand years later the same argument was still 
being heard. For in 1898 Senator Allen forcefully inquired whether it was 
right “to stand with the widow and the children at the grave side of a dead 
father to collect a tax,” and then he sympathetically referred to the widow 
“in weeds” and the children “‘in tears.” * 

In criticism, too, the fashions change. Now the complaints are more 
sensitive to the laws of economics than to the distress of the survivors. 
Instead of picturesque allusions to weeds and tears, there are grave obser- 
vations on such formidable subjects as savings, investments, and incen- 
tives. Many voices are heard, and all speak with assurance and authority. 
The words may vary, but the message seems always the same. We are 
solemnly informed, with a suitable air of gloom and despair, that our eco- 
nomic system is doomed unless the estate tax is entirely repealed or se- 
verely curtailed. We are dramatically reminded, so that we are properly 


* This paper was prepared at the request of the Subcommittee on Tax Policy of the 
Joint Committee on the Economic Report. It was one of many papers submitted to the 
Subcommittee in its far-ranging study of the economic consequences of taxation. All 
the papers appear in FeperAL Tax Poricy ror Economic GrowTH AND STABILITY, JOINT 
CoMMITTEE ON THE Economic Report, 84th Cong., Ist Sess. (Joint Committee Print, 
1955). For present publication I have sparingly made the kind of minor changes which 
authors are unable to resist when they are given a second chance. Since the jurisdiction 
of my paper was limited I did not undertake to discuss such matters as charitable 
foundations and the economic effect of the estate tax. However, those who persevere to 
the end should fairly easily infer my views in those areas. See further Hearings before 
the Subcommittee on Tax Policy for Economic Growth and Stability, 84th Cong., 1st 
Sess. 693 et seq. (1955). 

1 See West, THE INHERITANCE TAx 11 (2d ed. 1908); SHuLttz, THE TAXATION OF 
INHERITANCE 3 (1926) ; Gipson, THE DECLINE AND FALL OF THE ROMAN Empire 142, 144 
(Modern Lib. ed.). 

2 SHULTZ, op. cit. supra note 1, at 6. 

331 Conc. Rec. 5081 (1898). Cf. 42 Conc. Grose 4708 (1870) ;, and see SmitH, THE 
WEALTH oF Nations 810 (Modern Lib. ed. 1937). 
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alarmed, that Karl Marx was inclined to favor an estate tax.* Here, also, 
the principle of guilt by association is complacently applied. This approach 
is less poignant than Pliny’s but probably more effective. Professor Selig- 
man was unduly optimistic when he wrote, “The inheritance tax today 
scarcely needs defence.” ® 

It is easy to assume, as too many do, that if there is so much smoke, there 
must surely be a fire. Whether all this consternation is justified I leave to 
others to say. I shall try to be modestly helpful in a less emotional area. 
The critics of the estate tax usually build on the premise that it functions 
with relentless and monotonous efficiency. It is the grim guillotine of 
wealth. I shall therefore examine the accuracy of this assumption. Is the 
premise as firm as the dismay which it seems to inspire? Obviously, in 
order to decide how well the estate tax is doing, we must first decide what 
it is supposed to do. And so my inquiry divides at once into two questions : 
first, what are the objectives which have been assigned to the estate tax; 
and second, how well does the tax achieve its ends? The answers which 
emerge should shed some relevant light on the fearful prophesies which 
the tax periodically provokes. Perhaps they may also suggest a change in 
our way of thinking about the tax. 


I. A FRAGMENT OF History 


If we guide ourselves by prevailing notions, the estate tax is animated 
by a single purpose—the confiscation of excessive accumulations of wealth. 
Congressman Kean recently echoed these notions when he approved the 
tax “entirely on the basis of the social benefit in preventing the piling up 
of too big estates.” ° 

Evidently the estate tax is not regarded as a levy designed to produce 
revenue.’ This view of the tax easily implies certain conclusions. As long 
as the tax prevents estates from “piling up” too high, it presumably does 
all that can be expected of it. While the tax produces a modest revenue, 
the revenue is inevitably incidental to its assault upon aggregates of wealth. 
The tax can hardly appropriate property without gathering some revenue 


4 For one of many interesting examples of this sort of reasoning, see Dresser, The Case 
for the Income Tax Amendment: A Reply to Dean Griswold, 39 A.B.A.J. 25 (1953). 
Cf. Eisenstein, Book Review, 9 Reapinc Guipe 37 (1954). 

5 SELIGMAN, Essays IN TAXATION 133 (7th ed. 1911). 

8 Hearings before the Committee on Ways and Means on Revenue Revision of 1950, 
81st Cong., 2d Sess. 125 (1950). A year later Congressman Kean was of the same opinion. 
The estate tax, he said, “was not chiefly for the production of revenue, but rather for a 
social benefit, in order not to allow these great piles of capital to grow and grow.” Hear- 
ings before the Committee on Ways and Means on Revenue Revision of 1951, 82d Cong., 
Ist Sess. 68 (1951). 

7 Cf..WeEpGwoop, THE Economics oF INHERITANCE 12 (Pelican ed. 1939). 








1956] THE RISE AND DECLINE OF THE ESTATE TAX 225 


in the process. But its performance is not to be judged by the size of its 
fiscal haul. Though its yield may be small, it may still be effective. 

This understanding of the tax usually satisfies those who applaud it and 
those who deplore it. The first group can always argue that it is immaterial 
whether the tax produces much revenue because revenue is not the purpose 
of the tax; the crux of the matter is that the tax breaks down hereditary 
estates, and this vital task is sufficient unto itself. On the other hand, the 
second group is able to argue that the relatively small yield reinforces its 
conviction that the tax is a pernicious levy; not only does the tax level 
wealth, but this evil is not even excusable on the ground of revenue. Both 
schools are equally loyal to the same error of which neither is aware. It 
may come as a surprise, but death taxes in the United States were devised 
to produce revenue. Indeed, I suspect that a good deal of the emphasis on 
the social objective of the tax, as distinguished from its fiscal objective, is 
skillfully contrived to keep its yield as low as possible. The reasoning is 
simple. Why collect more revenue through the estate tax if the tax is not 
really expected to raise revenue in the first place? 

Though skeptics say that history teaches us nothing, at the very least it 
may be informative here. Death taxes, no less than other taxes, derived 
from a desire to obtain revenue. What was true abroad was equally true 
here. The first federal death tax appeared shortly after the Constitution was 
adopted. In 1797, amid deteriorating relations with France, Congress 
levied a stamp duty on legacies and intestate shares of personalty.? The 
rates were mild. They were 25 cents on shares over $50 and not over $100; 
50 cents on shares over $100 and not over $500; and $1.00 for every addi- 
tional $500. Shares passing to the surviving spouse and descendants were 
exempt. When the crisis passed, the tax disappeared.° It had been imposed 
solely for revenue, and revenue was no longer urgent.’® 

Federal death duties reappeared during the Civil War. In 1862 Congress 
imposed a legacy tax on personalty and a stamp tax on probates of wills 
and letters of administration.”* In 1864 the legacy tax was increased and 


8 Act of July 6, 1797, c.11, § 1, 1 Srat. 527, made effective on July 1, 1798 by Act of 
Dec. 15, 1797, c.1, § 1, 1 Stat. 536. In 1796 the Ways and Means Committee had recom- 
mended a two per cent duty on all testamentary dispositions and intestate successions, ex- 
cept those to parents, spouses, and descendants. 5 AMERICAN STATE Papers 409 (1832). 
Two years earlier a special committee had proposed a tax on probates of wills and letters 
of administration and a tax on receipts for legacies and distributive shares of personalty, 
subject to exemptions for wives and descendants. Jd. at 277. 

® Act of Apr. 6, 1802, c.17, 2 Stat. 148. 

10 The War of 1812 did not produce a death tax. But in early 1815 Secretary of the 
Treasury Dallas suggested an inheritance tax as a possible source of revenue. 6 AMERICAN 
State Papers 887 (1832). 

11 Act of July 1, 1862, c.119, §§ 94, 111-112, 12 Srat. 432, 475, 483, 485-487. The legacy 
tax applied if the entire personal estate exceeded $1,000; the share of husband or wife was 
exempt; and the rates on a taxable share varied from .75 per cent to five per cent, accord- 
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a succession tax on realty was added. Both levies ranged from one per cent 
to six per cent on the basis of relationship.” Again Congress was wholly 
inspired by the revenue required for military exigencies. If any other 
motive was about, it was successfully concealed. Secretary of the Treasury 
Chase proposed a death tax as a means of financing the war.’* In Congress 
the tax was lauded as “a large source of revenue” that would “be most con- 
veniently collected.” ‘* After the war the death duties were discarded.”® 
Though they had not evoked any “widespread objection,” they succumbed 
to the pleasing assumption that taxes must be reduced whenever a war 
ends.*® 

Within two decades the scene changed. By the close of the century a 
death tax movement had emerged in response to the stresses and strains of 
the period.** The movement was tenacious and seemed ominous. It irrev- 
ocably identified death duties with the social control of hereditary wealth. 
“The seething spirit of the times,” writes Myers, “was equally concerned 
with striking hard and deep at plutocracy’s wealth as well as its political 
power.” A federal death tax assumed messianic proportions in the minds 
of those who wished to strike hard and deep. “Steep taxes would tend to 
shatter great fortunes. They would decrease the number of social drones. 
Heirs would have less funds to indulge in lavish expenditures.” And a 
death tax “could not be shifted so as to become a tax on the laboring or 
consuming public.” 78 

The propaganda for a death tax soon acquired the invaluable virtue of 
respectability. In 1889 Andrew Carnegie became a traitor to his class by 
joining the movement. At the time of his treason Carnegie was worth 
about $30 million, though he “was not one of the richest Americans.” 7° 
“Why,” he asked, “should men leave great fortunes to their children? If 
this is done from affection, is it not misguided affection? Observation 


ing to the beneficiary’s relationship. The stamp tax progressed from 50 cents to $20 for 
estates up to $150,000, with $10 more due for every additional $50,000 or fractional part of 
this amount. 

12 Act of June 30, 1864, c.173, §§ 124-150, 13 Start. 223, 285-291 (1864). In 1865 Con- 
gress retroactively exempted the widow’s share from succession duty. Act of Mar. 3, 1865, 
c.78, § 1, 13 Stat. 469, 481. In 1866 it exempted a minor child’s legacy to the extent of 
$1,000. Act of July 13, 1866, c.184, § 9, 14 Srar. 98, 140. 

18 32 Conc. Grose App. 25 (1862). 

14 Jd. at 232. See also 34 Conc. GLose 1718, 1880 (1864). 

15 The legacy and succession duties were repealed in 1870. Act of July 14, 1870, c.255, 
§ 3, 16 Stat. 256. The stamp duty was removed in 1872. Act of June 6, 1872, c.315, § 36, 
17 Star. 256. 

16 See SMiITH, THE UNITED STATES FEDERAL INTERNAL TAX History From 1861-1871, 
105-106 (1914). 

17 See SHULTZ, op. cit. supra note 1, at 102, 155; RATNER, AMERICAN TAXATION 235 
(1942) ; Paut, TAXATION IN THE UNITED States 65, 86 (1954). 

18 Myers, THE ENpING oF HEREDITARY AMERICAN ForTUNES 222-223 (1939). 
19 CARNEGIE, THE GOSPEL OF WEALTH xxii (1933). 
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teaches that, generally speaking, it is not well for the children that they 
should be so burdened.” The wealthy who are wise, he declared, should 
hesitate to provide more than “moderate sources of income” for wife and 
daughters, and “very moderate allowances indeed, if any, for the sons.” 
The “thoughtful man” would just as soon leave to his son “‘a curse as the 
almighty dollar,” for “the parent who leaves his son enormous wealth gen- 
erally deadens the talents and energies of the son, and tempts him to lead 
a less useful and less worthy life than he otherwise would.” *° In the light 
of his startling analysis Carnegie welcomed the “growing disposition to 
tax more and more heavily large estates left at death.” It was “a cheering 
indication of the growth of a salutary change in public opinion.” “Of all 
forms of taxation,” he wrote, a progressive death duty “seems the wisest.” 
He found it “difficult to set bounds to the share of a rich man’s estate” 
which the government should appropriate. But he was sure that the tax 
should be graduated ; that it should exempt “moderate sums” to depend- 
ents ; that it should rise “rapidly as the amounts swell’ ; and that “of the 
millionaire’s hoard” at least 50 per cent should be taken.”* 

Yet Congress remained steadfast. Despite the continuing pressure, it 
refused to level hereditary wealth. Though it taxed inheritances in 1894 7” 
and 1898,” its objective was simply the collection of revenue. The tax of 
1898, like the prior ventures of 1797 and the Civil War, was prompted 
by military spending. As in those cases, when the emergency was gone, 
the tax passed away.** 

The persistent demand for a death tax produced only one concrete result. 
A federal toll on inheritance was now a tolerable method of taxing the 
wealthy for the support of the Government. But a tax which seeks revenue 
from the well-to-do is no more peculiarly regulatory than a tax on the not 
so well-to-do. The taxes of 1894 and 1898 were at best a feeble recognition 
of what has come to be known as ability to pay. The rate of 1894 was a 


20 Jd. at 8, 9, 49, 50. 

21 Jd, at 9, 10. In 1892 Carnegie declared, “Every dollar of taxes required might be ob- 
tained in this manner, without interfering in the least with the forces which tend to the 
development of the country through the production of wealth.” West, op. cit. supra note 1, 
at 196. 

22 Act of Aug. 15, 1894, c.349, § 27, 28 Star. 553 (1894). This statute was the famous 
Act of 1894, which imposed an income tax, not an inheritance tax. However, income was 
defined as including “money and the value of all personal property acquired by gift or 
inheritance.” When the Supreme Court invalidated the income tax in Pollock v. Farmers’ 
Loan & Trust Co., 157 U.S. 429 (1895), rehearing, 158 U.S. 601 (1895), this definition 
was buried in the general debris. As to the merits of an income tax on inheritance, compare 
SELIGMAN, THE INcomE Tax 513 (1911) and Essays 1n Taxation 129 (7th ed. 1911) 
with Stmons, PersoNAL INCOME TAXATION 125 (1938). 

28 Act of June 13, 1898, c.448, §§ 29-30, 30 Stat. 448, 464-466, amended on Mar. 2, 1901, 
c.806, § 11, 31 Strat. 938, 948. . 

24 Act of Apr. 12, 1902, c.500, §§ 7, 11, 32 Stat. 96. 
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flat two per cent, while the rate of 1898 barely moved, in the case of close 
kin and normal beneficiaries, from .75 per cent to 2.25 per cent.”* These 
rates scarcely reflected a determined desire to lay low large aggregates of 
wealth.”* Neither tax had any soaring ambition beyond revenue. Repre- 
sentative Underwood accurately summarized the situation when he de- 
clared, “The inheritance tax is levied on a class of wealth, a class of prop- 
erty, and a class of citizens that do not otherwise pay their fair share of 
the burdens of the Government.” ** 

Soon the situation became worse. The death tax movement penetrated 
into the White House. In the spring of 1906 Theodore Roosevelt made a 
proposal which others found appalling.** He recommended “the adoption 
of some such scheme as that of a progressive tax on all fortunes, beyond 
a certain amount, either given in life or devised or bequeathed upon death 
to any individual—a tax so framed as to put it out of the power of the 
owner of one of these enormous fortunes to hand on more than a certain 
amount to any one individual.” The tax would “be aimed merely at the 
inheritance or transmission in their entirety of those fortunes swollen 
beyond all healthy limits.” *® A few days after his proposal was made, the 
President appraised it as an essay in “courageous radicalism.” *° The “very 
large fortunes,” he said, “are needless and useless, for they make no one 
really happy and increase no one’s usefulness, and furthermore they do 
infinite harm and they contain the threat of far greater harm.” ** 

Later the President returned to the same disquieting theme. At the end 
of 1906 he declared that a death duty would improve the distribution of 
the tax burden and then suggested that the levy should do more than pro- 
duce revenue. The tax, he stated, “should increase very heavily with the 


25 Estates under $10,000 were exempt and legacies to spouses were tax-free. 

26 There were those who regarded such rates as dangerous efforts to control accumula- 
tions. To Senator Elkins, for example, the 1898 Act meant “that a man shall not accumu- 
late more than a certain sum during his life. It is simply a tax against the accumulation 
of wealth.” He detected grave consequences which are still being feared. The tax, he said, 
“favors spending as you go, on the theory the Government will take it away when you 
die. What will be the incentive to accumulation if you can tax inheritances? . .. we are 
leaving the ancient landmarks, breaking down ancient traditions. . . .” 31 Conc. Rec. 5082 
(1898). Four years earlier Senator Platt had stated the same conclusion less elaborately. 
“The death duties are very odious,” he said. 26 Conc. Rec. 6821 (1894). On the other 
hand, Senator Chilton hailed the 1898 tax “as the welcome introduction of a high principle 
in Federal taxation.” 31 Conc. Rec. 5092 (1898). 

27 35 Cone. Rec. 1830 (1902). 

28 See PAUL, op. cit. supra note 17, at 88. 

2918 Works oF THEODORE RoosEvELT 578 (Memorial ed. 1925). 

80“T am no more to be frightened out of a sane and courageous radicalism,” he wrote, 
“by the creatures who yell that it is socialism, than to be frightened out of a proper con- 
servatism by the equally senseless yell that it represents reaction.” 5 THe Letrers oF 
THEODORE RoosEVELT 212 (Morison ed. 1952). 
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increase of the amount left to any one individual after a certain point has 
been reached.” The President emphasized that it “is most desirable to 
encourage thrift and ambition, and a potent source of thrift and ambition 
is the desire on the part of the bread-winner to leave his children well off.” 
But, he added, this “object can be attained by making the tax very small 
on moderate amounts of property left ; because the prime object should be 
to put a constantly increasing burden on the inheritance of those swollen 
fortunes which it is certainly of no benefit to this country to perpetuate.” 
He discreetly refused to say “how far” the tax should, in effect, limit the 
transmission of “the enormous fortunes in question.” ** 

In 1907 the President saw things more clearly and hence he was more 
analytical. He focused upon the essential conflict between inheritance of 
wealth and equality of opportunity. ““A heavy progressive tax upon a very 
large fortune,” he declared, “is in no way such a tax upon thrift or indus- 
try as a like tax would be on a small fortune. No advantage comes either to 
the country as a whole or to the individuals inheriting the money by per- 
mitting the transmission in their entirety of the enormous fortunes which 
would be affected by such a tax; and as an incident to its function of 
revenue raising, such a tax would help to preserve a measurable equality 
of opportunity for the people of the generations growing to manhood.” 
After denying “the slightest sympathy” with socialist theory, the President 
concluded, “Our aim is to recognize what Lincoln pointed out: The fact 
that there are some respects in which men are obviously not equal ; but also 
to insist that there should be an equality of self-respect and of mutual re- 
spect, an equality of rights before the law, and at least an approximate 
equality in the conditions under which each man obtains the chance to 
show the stuff that is in him when compared to his fellows.” * 

By this time the movement for an inheritance tax to regulate hereditary 
wealth had made appreciable headway. In 1912 the Progressive Party 
boldly announced, “We believe in a graduated inheritance tax as a national 
means of equalizing the holders of property.” ** Even many conservatives 
had become more kindly disposed toward ideas previously denounced as 
socialistic and populistic. In that era, as in our own, it was not unusual to 
answer a disturbing proposal by calling it a derogatory name. Congress, 
however, refused to be seduced. In 1909 and again in 1913 it disapproved 
of death taxes.*® 

382 17 Works OF THEODORE ROOSEVELT 432-434 (Memorial ed. 1925). 

38 Jd, at 504-505. In 1908 the President seemed to feel that a federal death tax should be 
levied only “in the case of large inheritances.” See 6 THE LETTERS oF THEODORE ROOSEVELT 
1013 (Morison ed. 1952). 

34 Myers, op. cit. supra note 18, at 223. 


85 See BLAKEY, THE FEDERAL INCOME TAX 25 et seq., 112 n. 39 (1940) ; RATNER, op. cit. 
supra note 17, at 271, 274, 286. 
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In three years, as war approached, the picture changed. Once more mili- 
tary appropriations induced Congress to impose a death duty, and once 
more the Congressional motif was the collection of required revenue, not 
the control of hereditary wealth. As the Blakeys have noted, in the ‘““Demo- 
cratic textbook of 1916” death taxation was “the largest untapped field of 
revenue in this country.” ** The Ways and Means Committee soon echoed 
this view in the face of mounting expenditures. 

“No civilized nation,” the Committee reported, “‘collects so large a part 
of its revenues through consumption taxes as does the United States, and 
it is conceded by all that such taxes bear most heavily upon those least able 
to pay them.” The revenue system would “be more evenly and equitably 
balanced” if ‘“‘a larger portion of our necessary revenues” were “collected 
from the incomes and inheritances of those deriving the most benefit and 
protection from the Government.” Hence the Committee proposed a pro- 
gressive estate tax which it grouped with the income tax as an attractive 
source of revenue. The Committee pointedly observed that in England the 
income tax yielded about 37 per cent and the death duties about 21 per cent 
of total collections. “With less than one-half the population and wealth of 
the United States, the revenues from income and inheritances, including 
‘death duties,’ in Great Britain were more than four times the revenue 
derived from these sources by the United States.” The Committee antici- 
pated that the federal estate tax would be much more productive than the 
state inheritance taxes, which had never been “a source of large reve- 
nue.” *? Apparently in terms of revenue the estate tax was conceived amid 
high hopes and pleasant expectations. 

The 1916 Act allowed an exemption of $50,000 and fixed rates which 
ranged from one per cent on the first $50,000 of taxable assets to ten per 
cent on any amount over $5 million.** Within six months the rates were 
increased by 50 per cent ** because of “extraordinary appropriations for 
the Army and Navy and fortifications.” On this occasion the estate tax was 
coupled with the excess profits tax as a source of revenue.*® 

In another seven months the rates rose once more when Congress im- 


86 BLAKEY, op. cit. supra note 35, at 113. Cf. RATNER, op. cit. supra note 17, at 354, 357. 

87 See H.R. Rep. No. 922, 64th Cong., Ist Sess. 5 (1916), 1939-1 Cum. Buty. (Part 2) 
23. In 1913 42 states imposed inheritance taxes. The total receipts from these taxes were 
about $28 million as compared with $132 million in Great Britain. Jd. at 25. 

88 Revenue Act of 1916, Secs. 201 and 203(a)(2). The Ways and Means Committee 
originally proposed rates moving from one per cent on the first $50,000 to five per cent on 
any excess over $450,000. H.R. Rep. No. 922, 64th Cong., Ist Sess. 5 (1916), 1939-1 
Cum. Butt. (Part 2) 25. The Senate Finance Committee proposed the rates finally adopted. 
S. Rep. No. 793, 64th Cong., Ist Sess. 5 (1916), id. at 29; Conr. Rep. No. 1200, 64th 
Cong., Ist Sess. 33 (1916), id. at 38. 

89 Revenue Act of Mar. 3, 1917, Sec. 300. 

40 H.R. Rep. No. 1366, 64th Cong., 2d Sess. 3-5 (1917), 1939-1 Cum. Bu. (Part 2) 
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posed an additional war estate tax.*t The rates now climbed from two per 
cent on the first $50,000 of taxable assets to 25 per cent on sums over 
$10 million. But again they were not too stable. The 1918 Act revised the 
rates within a scale of progression starting from one per cent on the first 
$50,000.** In effect, the rates on amounts not exceeding $1.5 million were 
reduced ; the rates on amounts not exceeding $450,000 were halved and 
so restored to the level of the 1916 Act; and the rates on amounts exceed- 
ing $1.5 million were left undisturbed.** The revised rates were re-enacted 
in 1921.* 

At this point I should pause to generalize. Although the estate tax rates 
pushed upward for a fleeting period, they made no discernible attempt to 
level inherited wealth. The tax was initially imposed in response to the need 
for revenue, and the rates increased as the need increased. The purpose of 
Congress did not embrace the destruction of large fortunes. Under the 
1921 Act the effective rate on an estate of $10 million, before allowance of 
the exemption, was only 16.7 per cent. Of course, many who urged higher 
rates were very anxious to regulate wealth and the power which it con- 
fers.*° But what they sought and what they got were not the same. The 
rates speak pretty clearly for themselves. They were not devoted to any 


41 Revenue Act of Oct. 3, 1917, Sec. 900. The Ways and Means Committee initially rec- 
ommended as a top rate of additional tax 15 per cent on amounts over $15 million. The 
total maximum rate would then have been 30 per cent. For purposes of the additional tax 
it also reduced the exemption to $25,000 and imposed a tax of one per cent on any amount 
between $25,000 and $50,000. H.R. Rep. No. 45, 65th Cong., Ist Sess. 9 (1917), 1939-1 
Cum. Butt. (Part 2) 54. The Finance Committee tried to remove the increases altogether 
but then yielded. S. Rep. No. 103, 65th Cong., Ist Sess. 14 (1917), id. at 65; Conr. Rep. 
No. 172, 65th Cong., 1st Sess. 47-48 (1917), id. at 83. 

42 Revenue Act of 1918, Sec. 401. 

43 These rates were the fruits of compromise. The Ways and Means Committee fixed 
rates rising from three per cent on the first $50,000 to 40 per cent on amounts over $10 mil- 
lion. H.R. Rep. No. 767, 65th Cong., 2d Sess. 24 (1918), 1939-1 Cum. Buty. (Part 2) 
103. The Finance \Committee then eliminated the estate tax and substituted an inheritance 
tax measured by the individual shares of the beneficiaries. S. Rep. No. 617, 65th Cong., 
3d Sess. 15 (1918), id at 127. In conference the estate tax was restored at lower rates 
than those approved by the Ways and Means Committee. Conr. Rep. No. 1037, 65th Cong., 
3d Sess. 71 (1919), id. at 151. Many members of the Finance Committee were less than 
enthusiastic over any death tax. But they considered such a tax “important for fiscal rea- 
sons,” especially because of “the probable loss in revenue following the prohibition of alco- 
holic liquors.” BLAKEY, op. cit. supra note 35, at 175. 

44 Revenue Act of 1921, Sec. 401. Before this Act was passed, the Senate voted increased 
rates ranging from 30 per cent to 50 per cent on amounts over $15 million. The top rate 
applied to any excess in net estate over $100 million. The Senate receded in conference. 
See Conr. Rep. No. 486, 67th Cong., Ist Sess. 45 (1921), 1939-1 Cum. Bui. (Part 2) 
229; RATNER, Op. cit. supra note 17, at 411. 

45 See PAUL, op. cit. supra note 17, at 108, 119-120. Herbert Hoover was among them. 
After World War I he wanted “to thaw out frozen and inactive capital and the inherited 
control of the tools of production by increased inheritance taxes.” 2 THE MeEmotrrs OF 
Hersert Hoover 29 (1952). 
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objective other than the production of revenue. Those who are unalterably 
opposed to the levelling of wealth would cheerfully welcome a top rate of 
25 per cent on net estates over $10 million.*® 

Weare now on the threshold of the Mellon era in estate taxation. Secre- 
tary of the Treasury Mellon was firmly persuaded that the estate tax would 
eventually subvert the American economy.’ He argued that a top rate of 
25 per cent on estates over $10 million was “‘very heavy,” and should at 
least be lowered for the “good of the country.” ** As things were going, 
it might be “only two or three generations until private ownership of prop- 
erty would cease to exist.” *° The Secretary vigorously denied that there 
was any “social necessity for breaking up large fortunes in this country.” 
And so he set about to remove or reduce the estate tax before disaster over- 
took us. Very likely he would have succeeded but for the remarkable resist- 
ance of a few stubborn Congressmen.® Though the tax was finally saved, 
the rates were thoroughly cut. 

At first the Secretary was not very successful. In 1924 Congress raised 
the estate tax rates and imposed a gift tax. It also granted a credit for state 
death taxes, not exceeding 25 per cent of the federal tax, to mollify those 
who condemned it as an exertion of power reserved to the states.** The 
new rates increased the burden on all taxable estates over $100,000 and 
reached a maximum of 40 per cent on amounts over $10 million as com- 
pared with 25 per cent under the 1921 Act. For example, an estate © of 
$1 million paid a tax of $47,500 under the 1921 Act, or an effective rate 
somewhat below five per cent ; and a tax of $70,000 under the 1924 Act, or 
an effective rate of seven per cent. Again, under the 1921 Act the tax on 
an estate of $5 million was $632,500—an effective rate of about 13 per 
cent; under the 1924 Act the tax on the same estate was $947,500—an 
effective rate of about 19 per cent. In the case of an estate of $10 million 


46 Secretary of the Treasury Mills lends me able support here. The Secretary was rigidly 
set against an estate tax for levelling purposes, but he was finally reconciled to an estate 
tax for revenue purposes. As he informed the Finance Committee in 1932, if “you are im- 
posing a tax with the idea of getting considerable revenue,” then “probably 25 per cent is 
as high as you want to go.” PAUut, op. cit. supra note 17, at 157-158. 

47 See MELLON, TAXATION: THE Peopte’s Business 111 et seg. (1924). 

48 Jd. at 112. 

49 Jd. at 119. 

50 This recalcitrant group consisted of Representatives Green and Ramseyer of Iowa, 
Frear of Wisconsin, and Garner of Texas. 

51 Revenue Act of 1924, Secs. 301 and 319-324. The Senate Finance Committee had re- 
jected all these changes and restored the rates of the 1921 Act. S. Rep. No. 398, 68th 
Cong., Ist Sess. 6, 34 (1924), 1939-1 Cum. Butt. (Part 2) 270, 289-290. Then the Senate 
had substituted an inheritance tax for the estate tax and changed the gift tax rates and 
exemptions. See BLAKEY, op. cit. supra note 35, at 244; RATNER, op. cit. supra note 17, at 
415. Ultimately the Senate yielded. Conr. Rep. No. 844, 68th Cong., Ist Sess. 25 (1924), 
1939-1 Cum. Butt. (Part 2) 308. 

52 The “estate” is the net estate before deduction of the exemption. 
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the 1921 Act appropriated $1,670,500—an effective rate of about 17 per 
cent; and the 1924 Act $2,543,500—an effective rate of about 25 per 
cent. 

A displeased President signed the 1924 Act while objecting to its “high 
estate tax rates.” °* The Under-Secretary of the Treasury felt compelled 
to make a grave prediction. “We shall have more golf players,” he said, 
“and fewer Henry Fords and Thomas Edisons.” “Are we not fooling our- 
selves,” he asked, “when we think we can defeat economic laws?” And 
then he promptly answered that retribution was certain. “We are now 
selling our seed grain and will have nothing to sow when next Spring 
comes.” *® 

In 1926 Secretary Mellon emulated Robert Bruce. He tried again and 
did much better.®* At the very outset the Ways and Means Committee re- 
duced the rates to a maximum of 20 per cent. The existing rates “in the 
upper brackets” were condemned as “excessive.” At the same time the 
available state credit was raised to 80 per cent of the federal tax. The reve- 
nue from the estate tax was expected to become a mere $50 million as the 
states took advantage of the larger credit.** 

The Finance Committee considered these revisions inadequate and pro- 
posed a complete repeal of the tax. If the tax was to be abolished, the Com- 
mittee further reasoned, it was “inequitable to apply the high rates of the 
1924 law merely to those estates where the decedent happened to die while 
the 1924 law was in operation.” Therefore, the Committee retroactively 
repealed the 1924 rates, so that the 1921 rates would apply to all decedents 
who had died after the enactment of the 1921 Act.®* At the end the 
Finance Committee retreated but imposed a price. It agreed to the much 
lower rates and much higher credit. In exchange, the exemption was 
doubled,” the 1924 rates were retroactively removed,” and the gift tax 
was repealed.®* The retroactive dispensation bestowed refunds of about 
$250 million on seven estates, among others. This tidy sum exceeded 


58 The calculations under the 1924 Act include the credit for state death taxes. 

54 BLAKEY, op. cit. supra note 35, at 246, 251. 

55 Winston, State and Federal Relations in Inheritance Taxation in PRocEEDINGS oF 
Natt Tax Ass’Nn 249-251 (1925). 

56 See BLAKEY, op. cit. supra note 35, at 251 et seq. (1940). 

57 H.R. Rep. No. 1, 69th Cong., Ist Sess. 15, 16 (1925), 1939-1 Cum. Buti. (Part 2) 
317, 324-325, 332. 

58S, Rep. No. 52, 69th Cong., 1st Sess. 7, 8 (1926), id. at 338-339. 

59 Revenue Act of 1926, Sec. 301. 

60 Revenue Act of 1926, Sec. 303(a) (4). The exemption was raised from $50,000 to 
$100,000. 

61 Revenue Act of 1926, Sec. 322. See Conr. Rep. No. 356, 69th Cong., Ist Sess., 49, 50 
(1926), 1939-1 Cum. Butt. (Part 2) 376. 

62 Revenue Act of 1926, Sec. 1200(a). 

68 See RATNER, Op. cit. supra note 17, at 428-429. 
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twice the total estate and gift tax revenue for the fiscal year 1925 and was 
about 10 per cent of the total internal revenue receipts for that year. 

Under the 1926 Act the estate tax was less than under the 1918 Act, and 
the larger credit for state taxes left little of what remained. Moreover, the 
estate tax no longer enjoyed even the poor protection of a frail gift tax. 
However, the Administration was still dissatisfied and so was disinclined 
to give up. In 1927 and 1928 Secretary Mellon continued to urge the elimi- 
nation of the estate tax. Congress failed to respond to his advice. The 1928 
Act left the rates and the exemption unchanged.® 

In 1931 a strange thing happened. Secretary Mellon revised his views 
on the estate tax as the Great Depression intensified the need for revenue. 
Torn between a dislike for deficits and a dislike for the tax, he recom- 
mended an increase in rates.*° The sentiment in Congress also changed.” 
The exemption was reduced from $100,000 to $50,000, and the rates were 
more than doubled. Under the new schedule the rates started at one per 
cent on the first $10,000 above the exemption and rose to 45 per cent on 
any excess over $10 million. The credit for state taxes was not allowed 
against the increase in federal tax.** A new and better gift tax was also 
imposed.” 

I have come to the end of the Mellon era. Those years were a bleak 
period for the estate tax, and it barely survived the efforts to repeal it. The 
prevailing philosophy ordained that any federal estate tax, whether high 
or low, was a grave threat to our economic welfare. A top rate of 20 per 
cent on huge estates was reluctantly tolerated. Between 1926 and 1928 the 
estate tax receipts declined from $116 million to $60 million. In 1933 they 
fell below $30 million.”° 

But for present purposes another development was more important. 
When the estate tax was finally revived at the end of this dismal period, the 
controlling motivation was a desire to obtain revenue and not a desire to 
break down estates. Among those who made tax policy the levy was still a 
fiscal measure. The Ways and Means Committee carefully explained that 
the estate tax increase was “an emergency measure,” and expressed “‘the 


64 See SURREY AND WARREN, FEDERAL INCOME TAXATION—CASES AND MATERIALS 22 
(1954 ed.). 

65 See BLAKEY, op. cit. supra note 35, at 278 et seqg.; RATNER, op. cit. supra note 17, at 
431-433. 

66 See RATNER, op. cit. supra note 17, at 445. 

67 See GREEN, THE THEORY AND PRACTICE OF MovERN TAXATION 168 (1933). 

68 Revenue Act of 1932, Secs. 401 and 402. See S. Rep. No. 665, 72d Cong., 1st Sess. 
38, 39 (1932), 1939-1 Cum. Butt. (Part 2) 504, 523-524. Cf. H.R. Rep. No. 708, 72d 
Cong., Ist Sess. 8, 251 (1932), id. at 460, 462, 476. 

69 Revenue Act of 1932, Secs. 501-532. 

70 See WARREN AND SurRREY, FEDERAL ESTATE AND Girt TAXATION—CASES AND MATE- 
RIALS 9 (1952 ed.). 











————— — 





1956] THE RISE AND DECLINE OF THE ESTATE TAX 235 


hope” that in two years “the financial condition of the country” would war- 
rant a reduction.” 

With the Roosevelt Administration the estate tax entered a new phase. 
The levelling of hereditary fortunes was formally approved as one of its 
objectives. This altered attitude first bore fruit in the Senate.7* Under 
the 1932 Act the rates on net estates over $1 million rose from 19 per cent 
to 45 per cent. In 1934 the Finance Committee proposed a new schedule 
for those estates ranging from 20 per cent to 50 per cent.7* The Committee 
stated that the increases would not only add revenue, but also “tend to 
prevent undue accumulation of wealth. This objective is more properly 
reached by estate tax than by income tax increases.” Through the efforts 
of Senator LaFollette the Senate moved beyond the Committee and in- 
creased the burden on all net estates over $70,000.* The maximum rate 
was fixed at 60 per cent for estates over $10 million.” 

In 1935 the accent on levelling became bolder. On June 19th of that year 
the President recommended, in addition to the estate tax, ‘‘an inheritance, 
succession, and legacy tax in respect to all very large amounts received by 
any one legatee or beneficiary.” ** His message briefly and simply justified 
progressive death taxes as a means of regulating the wealth of the few for 
the benefit of the many. “The transmission from generation to generation 
of vast fortunes by will, inheritance, or gift is not consistent with the 
ideals and sentiments of the American people.” “The desire to provide 
security for one’s self and one’s family is natural and wholesome,” he 
declared, “but it is adequately served by a reasonable inheritance. Great 
accumulations of wealth can not be justified on the basis of personal and 


71 H.R. Rep. No. 708, 72d Cong., Ist Sess. 8 (1932), 1939-1 Cum. Buty. (Part 2) 
463. But cf. PAUL, op. cit. supra note 17, at 152, 156. 

72 Before assuming the Presidency, Herbert Hoover had also praised death taxation as 
a leveller of hereditary wealth. See note 45 supra. Toward the end of his term he articu- 
lated the same theme. He declared that “the estate tax, in moderation, is one of the most 
economically and socially desirable—or even necessary—of all taxes.” And he regarded 
the estate tax as similar in function to the abolition of primogeniture—as a means of 
striking against “the evils of inherited economic power.” 3 THE Memoirs oF HERBERT 
Hoover 135-136 (1952). 

78 Representative Pettengill had vainly argued for the same view in the House. See 
PAUL, op. cit. supra note 17, at 178. 

74S. Rep. No. 558, 73d Cong., 2d Sess. 1, 7 (1934), 1939-1 Cum. Buti. (Part 2) 586, 
591. 

75 Td. at 591. 

76 See BLAKEY, op. cit. supra note 35, at 360. The Senate reduced the exemption to 
$40,000, but this change was eventually eliminated. Conr. Rep. No. 1385, 73d Cong., 2d 
Sess. 25, 26 (1934), 1939-1 Cum. Butt. (Part 2) 635. 

77 Revenue Act of 1934, Sec. 405(a). 

78 See H.R. Rep. No. 1681, 74th Cong., Ist Sess. 2 (1935), 1939-1 Cum. Buty. (Part 
2) 643. In order “to prevent, so far as possible, evasions of this tax,” the President also 
proposed “the imposition of gift taxes suited to this end.” bid. 
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family security. In the last analysis such accumulations amount to the per- 
petuation of great and undesirable concentration of control in a relatively 
few individuals over the employment and welfare of many, many others.” 
In short, “inherited economic power is as inconsistent with the ideals of 
this generation as inherited political power was inconsistent with the ideals 
of the generation which established our Government.” * 

Congress did not pursue the route proposed by the President. Instead, 
it simply increased the rates of the estate tax.8° The rates, as reconstructed, 
began at two per cent on the first bracket of $10,000 and ended at 70 per 
cent on the last bracket above $50 million. The exemption was pared from 
$50,000 to $40,000.** 

After the 1935 Act the emphasis on levelling died away. There were 
only two more changes in rates, and neither was stimulated by the philoso- 
phy of the President. Once again Congress was exclusively concerned with 
revenue for military purposes. In 1940 it imposed a temporary defense tax 
consisting of a ten per cent increase in the estate tax.*? In 1941 what was 
temporary became permanent. The defense tax was integrated with the 
estate tax, and the rate progression was variously accelerated.** The rate 
structure now rose from three per cent on the first $5,000 of net estates 
to 77 per cent on any residue over $10 million. With the enactment of the 
1941 Act the development of the rates came to a dead end.** The Treas- 
ury’s efforts to increase the tax—in 1942, 1943, 1950, and 1951—were 
uniformly disapproved.** Even military budgets were no longer helpful.*® 


79 Ibid. For the political context of the message, see BLAKEY, op. cit. supra note 35, at 
366 et seq. 

80 The Ways and Means Committee tried to be more cooperative. It provided for an in- 
heritance tax and a correlative gift tax. H.R. Rep. No. 1681, 74th Cong., Ist Sess. 4, 8-10 
(1935), 1939-1 Cum. Buty. (Part 2) 645, 648-651. The Finance Committee replaced these 
with the increased rates and reduced exemption which were finally enacted. S. Rep. No. 
1240, 74th Cong., Ist Sess. 8-10 (1935), id. at 655-657; Conr. Rep. No. 1885, 74th Cong., 
Ist Sess. 10 (1935), id. at 663. See further BLAKEY, op. cit. supra note 35, at 373 et seq. 

81 Revenue Act of 1935, Sec. 201(a) (b). 

82 Revenue Act of 1940, Sec. 201. 

83 Revenue Act of 1941, Sec. 401 (a) (b). See H.R. Rep. No. 1040, 77th Cong., 1st Sess. 
2, 3, 27, 51 (1941); S. Rep. No. 673 (Part 1), 77th Cong., Ist Sess. 2, 3, 16, 42 (1941); 
Conr. Rep. No. 1203, 77th Cong., Ist Sess. 13 (1941). 

84 See ILR.C. § 2001 (1954). 

85 See Hearings before the Commitiee on Ways and Means on Revenue Revision of 
1942, 77th Cong., 2d Sess. 6, 15 (1942) ; Hearings before the Committee on Ways and 
Means on Revenue Revision of 1943, 78th Cong., Ist Sess. 7, 57 (1943) ; Hearings before 
the Committee on Finance on H. R. 3687, 78th Cong., 1st Sess. 46, 94 (1943) ; Hearings 
before the Committee on Ways and Means on Revenue Revision of 1950, 81st Cong., 2d 
Sess. 5, 22 (1950) ; Hearings before the Committee on Ways and Means on Revenue Revi- 
sion of 1951, 82d Cong., 1st Sess. 4, 14, 68 (1951). 

86] am not suggesting that estate tax rates should periodically change as budget needs 
shift. I am simply saying that even heavy spending in a period of crisis does not persuade 
Congress to establish a stronger rate structure. 
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What illumination do we derive from this hasty glance at history? * 
The answer seems rather clear. In the quarter-century between 1916 and 
1941 the estate tax passed through several stages. For our purposes they 
may be counted as four. The first stage ended with the 1921 Act. It was 
a period of rising rates followed by a relapse among the smaller estates. 
The governing objective was plainly revenue. The second stage was the 
dismal Mellon era. It began with the 1924 Act and closed with the 1932 
Act. In that unfortunate period the tax was almost destroyed and then 
revitalized as a source of revenue. The third stage started with the 1934 
Act and was continued by the 1935 Act. Under these two Acts the pro- 
gression sharpened as the rates climbed from 45 per cent to 70 per cent. 
The dramatic emphasis was on levelling, but the continuing need for reve- 
nue in the face of deficits was also effective. The fourth stage was marked 
by the 1940 and 1941 Acts. The larger burdens which they imposed de- 
rived entirely from the quest for revenue. 

At best, then, the social objective of the estate tax was prominent only 
in 1934 and 1935. Yet even in those years the deliberate destruction of 
“great accumulations of wealth” was more verbal than actual. The 1934 
and 1935 Acts treated the larger fortunes more gingerly than the smaller 
ones. Under the 1932 Act the rate of progression had been one per cent 
per bracket for net estates not exceeding $50,000, and two per cent for all 
brackets beyond that amount. The 1934 Act raised the rates for net estates 
over $70,000. If levelling was its purpose, it went about its work in pecul- 
iar fashion. For net estates between $70,000 and $4.5 million the new rate 
of progression per bracket was almost invariably three per cent.** For net 
estates above that range the revised rate per bracket was two per cent. 
As the hereditary fortune became larger the progressive impact became 
softer. The behavior of the 1935 Act was similarly strange if levelling was 
the grand design. It increased the tax on all estates—the moderate kind as 
well as the immoderate variety. For net estates between $100,000 and 
$7 million the rate of progression was three per cent per bracket. But for 
net estates between $7 million and $50 million the rate of progression was 
two per cent—the same rate that prevailed in the smallest brackets up to 
$100,000. In accordance with this policy of diminishing progression, the 


87 My resume is necessarily less than complete. I have failed to mention, for example, 
the repeated efforts to abolish the estate tax on the ground that death taxes fall within 
the fiscal province of the states. The credit for state taxes was the device skillfully used 
to withstand these assaults. See GREEN, op. cit. supra note 67, at 167; BLAKEY, op. cit. 
supra note 35, at 257; RATNER, op. cit. supra note 17, at 428; Groves, Retention of Estate 
and Gift Taxes by the Federal Government, 38 Cauir. L. Rev. 28 (1950). 

88 Of the 14 brackets extending from $70,000 to $4.5 million there were only three excep- 
tions. In the $50,000-$70,000 and the $70,000-$100,000 brackets the rate of progression was 
two per cent. In the $200,000-$400,000 bracket the rate was four per cent. 
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rate of increase was only one per cent in the final bracket covering any 
residue over $50 million. 

The same point may be made a little differently. Under both the 1934 
and 1935 Acts, as under the 1932 Act, the brackets became wider as the 
net estate increased. In other words, the progression was most rapid in the 
very low brackets and most leisurely in the very high brackets. The 1934 
Act established 26 brackets. Below $200,000 there were eight brackets. 
Of these, each of the first five covered $10,000; the sixth $20,000; the 
seventh $30,000; and the eighth $100,000. Between $200,000 and $1 mil- 
lion the span of each bracket was $200,000 ; between $1 million and $5 mil- 
lion the span was $500,000; and between $5 million and $10 million the 
span was $1 million. The last bracket covered any excess over $10 million. 
The pattern of the 1935 Act was barely different. It added two brackets 
above $10 million with still wider spans of $10 million and $30 million. 

Neither the 1934 Act nor the 1935 Act disturbs my conclusion that the 
estate tax has been primarily imposed for revenue. I am not unaware that 
the tax has also helped to redistribute wealth. But any progressive levy on 
income or wealth will have this effect. Nor do I forget that the desire to 
control accumulations significantly contributed to the development of the 
tax. Undoubtedly that objective infiltrated into its rate structure. Still the 
fact remains that the growth of the tax responded more to the stimulus of 
revenue than to eloquent exhortations for the dismantling of estates. 


II. A Dim V1IEw on THE PRESENT 


I have rapidly traced the career of the estate tax in the light of the two 
objectives with which it is associated. I now approach the next question. 
How ably does the tax pursue the aims which have been assigned to it? 
Does it do its job well or is there ample room for improvement? I turn 
first to its performance as a source of revenue and then to its achievement 
as a leveller of wealth. 


A. THE Fiscat OBJECTIVE 

In 1933 death taxes were authoritatively praised for their capacity to pro- 
duce revenue. To quote a comprehensive report prepared for the Joint Com- 
mittee on Internal Revenue Taxation, “A well-balanced death duty is one 
of the best forms of taxation and is a good revenue producer.” *® The 
friends of the estate tax seem to agree that it has not lived up to this lauda- 
tory observation. President Truman declared that the tax is vitally im- 


89 FEDERAL AND STATE DEATH TAXES, REPORTS TO THE JOINT COMMITTEE ON INTERNAL 
REVENUE TAXATION 170 (1933). 
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paired by “serious weaknesses.” °° According to Senator Humphrey, the 
tax is in “a pitiful state.” ®* Certainly the statistics are not very cheerful.*? 
They seem to say that as a revenue producer the tax has fallen on evil days. 
While it helps to support many lawyers, it does relatively little to support 
the Government. 

The estate and gift taxes together account for only about 1.5 per cent 
of the revenue. The situation used to be different. From 1935 through 
1940 the two taxes produced more than six per cent of the revenue. In 
1936 their combined yield exceeded ten per cent.** Even in the years 1928— 
1933, when the estate tax receded to its lowest point since 1917, it generally 
contributed over two per cent of the total. The current percentage of 
revenue derived from the estate and gift taxes is about as small as the per- 
centage produced by the estate tax alone in 1918. Hence a professor of law 
has come to a gloomy conclusion. The reason for studying the estate and 
gift taxes, he says, is not their significance in the fiscal scheme of things, 
but their “power to stimulate and challenge the student.” ®* If the taxes are 
fiscally unimportant, at least they sharpen the legal wits. 

The picture is not entirely black. Though the relative yield of the trans- 
fer taxes has drastically decreased, their absolute yield has, on the whole, 
increased.” During the 1930s their highest return was $378 million.® 
Between 1940 and 1955 their yield rose from $360 million to $936 mil- 
lion. While they have never produced $1 billion a year, they would already 


90 See Hearings before the Committee on Ways and Means on Revenue Revision of 1950, 
8lst Cong., 2d Sess. 5 (1950). See also Hearings before the Committee on Ways and 
Means on Revenue Revision of 1951, 82d Cong., 1st Sess. 4 (1951), in which President 
Truman referred to “the broad loopholes” in the estate tax. 

91 HuMpHREY, TAX LoopHotes 11 (Pub. Affairs Inst. 1952). 

92 See data in WARREN AND SurREY, op. cit. supra note 70; SuRREY AND WARREN, 0p. 
cit. supra note 64; THe BupGet oF THE UNITED STATES GOVERNMENT FOR THE FISCAL 
YEAR EnpIncG JuNE 30, 1957, 1164 (Jan. 16, 1956). 

93 The collection figures for particular years relate to fiscal years. 

94 The annual percentages of the two taxes for the period 1935-1940 were 6.49, 10.84, 
6.59, 7.39, 6.99, and 6.76. The 10.84 per cent for 1936 was due to a temporary eruption of 
gifts in 1935 to avoid the gift tax increases of that year which became effective January 1, 
1936. In 1935 total net taxable gifts were about $1.2 billion—almost as high as the entire 
estate tax base in that year. Hence, in 1936 the gift tax produced 4.58 per cent of the total 
revenue. See WARREN AND SuRREY, Op. cit. supra note 70; Pechman, Analysis of Matched 
Estate and Gift Tax Returns, 3 Nat’: Tax J. 153, 163 (1950). 

95 In 1928 the yield of the estate tax was a little over $60 million. After a slight rise in 
1929 and 1930 it went steadily downhill to less than $30 million in 1933. Yet in only two 
of those years—1931 and 1933—did the estate tax account for less than two per cent of the 
revenue. Furthermore, until June 6, 1932, there was no gift tax to bolster the estate tax. 
In 1933 the estate and gift taxes together accounted for more than two per cent of total 
collections. Ibid. 

96 BiTTKER, ESTATE AND GiFT TAXATION—CASES AND MATERIALS v (1951). 

97 See note 92 supra. 

98 This amount was produced in 1938. 
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have exceeded that figure but for the adoption of estate and gift splitting 
in 1948. After splitting was approved the revenue fell off, and only in 
1953 did the collections again approach the yield of 1948.1” 

Moreover, when we make percentage comparisons in terms of total reve- 
nue, it is wise to be careful lest the analysis become foolish. The poor rel- 
ative showing of the transfer taxes has little to do with their own in- 
adequacies as revenue producers. As I have just indicated, their yield has 
more than doubled since their best year in the 1930s. The explanation lies 
elsewhere. The estate and gift taxes have dwindled in over-all fiscal impor- 
tance because of the phenomenal growth of the individual and corporate 
income taxes. 

This point is sufficiently illustrated by the individual income tax.’ In 
1934 that tax produced $420 million and the transfer taxes $113 mil- 
lion—a ratio of 3.7 to 1. In 1936 the ratio became smaller—less than 
2 to 1—as the respective yields were $674 million and $379 million. 
The individual income tax and the transfer taxes were then pretty much 
in the same class as sources of revenue. Before Pearl Harbor the indi- 
vidual income tax moved further ahead of the transfer taxes. But as late 
as 1941 the revenue from the former was still only about three and one- 
half times the revenue of the latter. After 1941 the disparity dramatically 
changed. The estate tax remained a class tax; the income tax became a 
mass tax. And so in the fiscal year 1955 the income tax produced about 
$29 billion and the estate and gift taxes $936 million, making a ratio of 
more than 30 to 1. The transfer taxes are simply no longer in the same 
league with the individual income tax. The corporate taxes have also left 
them far behind.’ 

Hence, it makes little sense to compare the yield of the estate tax with 
the yield of the income taxes. The estate tax must always suffer by the 
comparison, and the suffering is always undeserved. We should no more 
expect the estate tax to perform like an income tax than chickens to behave 
like ducks. By its very nature the estate tax is highly selective in its inci- 
dence. It is a tax reserved for the prosperous. There are less taxpayers who 
are well-to-do than those who are not, and a death tax seeks out only those 
who are. The income tax reaches more than 40 per cent of all individuals 
over 14 years of age.*®* The estate tax reaches only about one per cent of 


99 Revenue Act of 1948, Secs. 361 and 372. 

100 The estate and gift tax receipts are expected to be somewhat over $1 billion in 
1956 and 1957. THe Buncet oF THE UNITED STATES GOVERNMENT FOR THE FISCAL YEAR 
ENDING JUNE 30, 1957, 1164 (Jan. 16, 1956). 

101 See note 92 supra. 

102 Tn 1955 the yield of the corporate taxes was $18.3 billion. 

103 See Hearings before the Committee on Ways and Means on Revenue Revision of 
1950, 81st Cong., 2d Sess. 22, 36 (1950). In 1939 the tax affected only four per cent of all 
persons over 14. Ibid. 
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all adult decedents.*** Even if it embraced many more decedents, it would 
still lag hopelessly behind. But if the two taxes must be compared, the ap- 
praisal should be in terms of the same exclusive clientele. On this basis, the 
appropriate rod of comparison is the revenue obtained by the progressive 
element of the income tax *” from those who later qualify as decedents 
under the estate tax. For this purpose we may reasonably consider only 
those taxpayers whose income is beyond the $20,000 bracket.*°* From this 
group the progressive element of the income tax derives about $2.2 bil- 
lion.’** Of this sum, the amount attributable to income from property as 
distinguished from personal services is probably not very much above $1 
billion. In sum, the estate tax revenue is fairly close to the income tax 
revenue which the progressive rates secure from the same group of tax- 
payers. 

Yet after we fully discount percentage comparisons, it is still true that 
the estate tax does poorly revenue-wise. In 1951, for example, the total net 
value 7° of estates reported on taxable returns was about $4 billion, and 
the total tax computed on this sum was $577 million, or a mere 14 per 
cent.?°® Obviously, the tax could easily be much more productive.’ If it 
fails to live up to its capacities, the fault is with Congress. For the tax has 
become the pariah of our internal revenue system. As a rule it is ignored ; 
when it is not ignored, it would do better if it were. And so its inadequacies 
methodically increase from one act to another. An excessive exemption is 
combined with inadequate rates, and these are joined by significant loop- 
holes. 

The estate tax exemption has fared much better than the income tax 
exemptions. While it is entirely proper to reduce the latter, it is consid- 


104 See id. at 22, 36, 76. 

105 The progressive element includes all graduated rates above the starting rate of 20 
per cent. 

106 Tn so far as married couples are concerned, this restricted group includes only those 
couples whose combined taxable income is over $40,000. 

107 See NATIONAL ASSOCIATION OF MANUFACTURERS, A TAX PROGRAM For ECONOMIC 
GrowTtH 55 (1955). The total yield from the progressive element of the income tax is 
about $4.7 billion. Ibid. 

108 The “net value” is gross value less all deductions other than the exemption and the 
marital deduction. It does not include community property which passes to the surviving 
spouse as co-owner. 

109 This figure is derived from a tabulation of returns filed in 1951. See Statistics oF 
INcoME For 1950, Part 1, 235-236. This percentage is a drop from 1945. In that year the 
aggregate net value of estates shown on taxable returns was $2.7 billion and the aggregate 
estate tax reported was $531 million, or about 20 per cent. See Hearings before the Com- 
mittee on Ways and Means on Revenue Revision of 1950, 81st Cong., 2d Sess. 76 (1950). 
It is estimated that the estate tax affects about 10 per cent of the total value of property 
transferred each year at death. Ibid. 

110 Great Britain obtains about 4.5 per cent of its internal revenue from death taxes. 
Groves, supra note 87, at 28, 31. 
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ered almost profane to touch the former. At present the estate tax exemp- 
tion is $60,000, or $20,000 more than it was before World War II.1"* 
After forty years of estate taxation it is $10,000 higher than it was in the 
beginning.” 

These contrasts, however, hardly tell the whole story. The difference is 
not only one of $10,000 or $20,000, as the case may be. There is still an- 
other and better exemption which I shall shortly examine. It is known as 
the marital deduction; it is granted to a decedent who is survived by his 
spouse ; and it may be as much as half of his net assets.1** When this addi- 
tional exemption fully applies, no estate tax is due until the net assets ex- 
ceed $120,000. And even when the net assets exceed $120,000, half of the 
net assets is still tax-free, apart from the specific arithmetical exemption 
of $60,000. Whether the exemption be regarded as $60,000, $120,000, or 
some larger figure equal to half of the net assets plus $60,000, it is now 
regarded as inviolate. 

A defective rate structure cooperates with a generous exemption. The 
rates extend through 25 brackets—from three per cent on the first $5,000 
to 77 per cent on any excess over $10 million.‘* Though they are quite 
formidable, they are not really as fierce as they look. 

In the first seven brackets, which embrace only $60,000, the progression 
is rapid. It leaps from three per cent to 25 per cent.""* Then it tapers off as 
the brackets broaden. The eighth bracket covers $40,000 at 28 per cent, 
and the ninth bracket $150,000 at 30 per cent. In other words, the progres- 
sion is 25 per cent for the first $100,000 and only two per cent higher for 
the next $150,000. The progression now proceeds to slow down still more. 
There are five brackets between $250,000 and $1.5 million; the width of 
each bracket is $250,000; and the increase per bracket is two or three per 
cent. Next come five brackets between $1.5 million and $4 million; the 
width of each bracket is $500,000 ; and the increase per bracket is three or 
four per cent. Then there are four brackets between $4 million and $8 mil- 
lion; the width of each bracket is $1 million; and the increase per bracket 
is three or four per cent. The last two brackets consist of one between 
$8 million and $10 million, subject to an increase of three per cent; and 
another for any excess over $10 million, subject to an increase of one per 
cent. 

111 T.R.C. § 2052 (1954). Between 1935 and 1942 the exemption stood at $40,000. There 
was also a special exemption of $40,000 for life insurance payable to specific beneficiaries. 
In 1942 Congress abolished the insurance exemption and increased the general exemption 
to $60,000. Revenue Act of 1942, Secs. 404(a) and 414. 

112 Revenue Act of 1916, Sec. 203(a) (2). 

118 T.R.C. § 2056 (1954). 


114 T.R.C. § 2001 (1954). 
115 The first seven brackets consist of two with a spread of $5,000 each, and five with a 


spread of $10,000 each. 
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From the standpoint of revenue these rates are scarcely impeccable. 
They start with an impressive burst of speed and suddenly begin to tire. 
The net result is that they are sharply progressive at the wrong place. The 
rapid rise at the outset is much ado about very little. Taxable estates not 
exceeding $100,000 account for about 75 per cent of all taxable returns. 
But they yield only about ten per cent of total estate tax revenue.™* In this 
area quick progression is a meaningless flurry of activity. The revenue 
from these small estates turns largely on the size of the exemption and the 
initial rate. Progression can be productive only among the other 25 per cent 
of taxable estates which yield 90 per cent of the revenue.*”’ Yet it is pre- 
cisely there that progression conspicuously deteriorates. 

So far I have pretended that the rates are more potent than they are. 
Needless to say, a tax is not entirely known by the rates which Congress 
may enact. The amount which is paid depends on the base of the tax as well 
as the rates of the tax. If there are troublesome doubts on this score, per- 
centage depletion should remove them. In the case of the estate tax the rates 
are also often illusory. The tax was born with two infirmities which con- 
tinue to be incurable, and in recent years it has acquired a few more ail- 
ments. All these inadequacies sufficiently qualify as loopholes. 

Of the two native inadequacies, one involves the perennial problem of 
gifts. The easiest way to avoid a tax at death is to make a gift during life. 
Therefore, the estate tax base has always included various kinds of inter 
vivos gifts which are convenient substitutes for a will."’* These precautions 
are helpful but also insufficient, for the estate tax can still be avoided by 
gifts. The income tax further stimulates generosity before death. It is no 
secret that gifts may reduce that tax as well, if the donees are in lower 
brackets, as they usually are.1?® The desire to avoid income tax may be more 
effective than the desire to avoid estate tax because the savings are more 


immediate.!7° 


116 These figures are derived from tables in Statistics or INCoME For 1950, Parr 1, 235- 
236. The tables show the distribution of taxable estates before deduction of the exemption. 
The figures which I cite represent taxable estates after the exemption is taken off. 

117 As the Treasury has emphasized, “The bulk of the estate tax revenue comes from a 
limited number of large estates.” Hearings before the Committee on Ways and Means on 
Revenue Revision of 1950, 81st Cong., 2d Sess. 76 (1950). 

118 Generally speaking, these gifts are transfers in contemplation of death, transfers in- 
tended to take effect in possession or enjoyment at or after death, and transfers reserving 
certain rights or powers in the donor. For the present provisions, see I.R.C. §§ 2035-2040. 

119 At times the income tax creates a conflict of interest. The donor may hesitate to make 
a gift because his beneficiaries will lose a stepped-up basis for the property—its value on 
the date of death or on the alternate valuation date. See I.R.C. § 1014 (1954). In the same 
connection, the splitting of income between husband and wife has removed any income tax 
incentive for gifts from one to the other. 

120 According to a recent comprehensive study, however, “the potential savings in estate 
taxes” are “much more important than the savings in income taxes as a stimulus to the 
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In enacting the gift tax Congress purported to kill two birds with one 
stone. I quote some of the relevant observations of the Ways and Means 
Committee and the Finance Committee. The gift tax serves as “‘a protec- 
tion to both estate and income taxes.” Its function is to “assist in the col- 
lection of the income and estate taxes, and prevent their avoidance through 
the splitting up of estates during the lifetime of the taxpayer.” The for- 
mula for computing the gift tax is designed “to impose a tax which meas- 
urably approaches the estate tax which would have been payable on the 
donor’s death had the gifts not been made and the property given had con- 
stituted his estate at his death.” **? 

These are brave words, but here too the words speak louder than the 
deeds. Whatever merits the gift tax may have as a guardian of the income 
tax, it is not a redoubtable defender of the estate tax. It does not prevent 
“avoidance through the splitting up of estates” ; nor does it “measurably” 
approach the estate tax that would have been paid if the gift had not been 
made. At best, the gift tax is a cut-rate transfer tax in lieu of the estate 
tax. It is a bargain made available to those who are willing to give before 
they die. 

There are several familiar reasons why the gift tax functions this way. 
At the risk of repeating what has often been said, I shall briefly enumerate 
them. To begin with, the gift tax is computed separate and apart from the 
estate tax.’”? As a result, gifts are removed from the higher estate tax 
brackets to the lower gift tax brackets. Second, the gift tax has its own 
exemption as well as annual exclusions, For a single person the exemption 
is $30,000 '*3 and the annual exclusion is $3,000 per donee.’** For a mar- 
ried person the exemption and exclusions are twice as much.’*° Third, the 
gift tax rates are only three-fourths of the estate tax rates.’°° Finally, the 
amount paid as gift tax is not included in the gift tax base, while the 
amount paid as estate tax is contained in the estate tax base. 

The upshot of all these factors is that wealthy individuals are enabled to 
shift from higher estate taxes to lower gift taxes. The total tax paid de- 
pends not only on the amount transferred but on the manner of its disposi- 
tion. The dual system of transfer taxes is peculiarly profitable to the larger 
estates. If an owner of $10 million transfers $2 million by gift, the saving 


making of gifts.” Butrers, THOMPSON, AND BOLLINGER, EFFects oF TAXATION—INVEST- 
MENTS BY INDIVIDUALS 46 (1953). 

121 H.R. Rep. No. 708, 72d Cong., Ist Sess. 8, 28 (1932), 1939-1 Cum. Butt. (Part 2) 
462, 477; S. Rep. No. 665, 72d Cong., Ist Sess. 11, 40 (1932), id. at 504, 525. 

122 T.R.C. § 2502 (1954). Where both taxes reach the same transfer, a credit for the gift 
tax is allowed against the estate tax. I.R.C. § 2012. 

128 T.R.C. § 2521 (1954). 

124 T.R.C. § 2503 (1954). 

125 T.R.C. § 2513 (1954). 
126 Compare I.R.C. § 2001 (1954) with I.R.C. § 2502 (1954). 
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in transfer taxes can be as much as about $1.4 million.’** However, bene- 
fits are also enjoyed by the smaller estates. Not so long ago the Treasury 
supplied a modest example. An individual has an estate of $300,000. If he 
bequeaths one-half to his wife and one-half to his three children, the estate 
tax is $17,500. But if he gives $180,000 to his wife and children over five 
years, and leaves $120,000 at death, no tax at all is due.’** President Tru- 
man correctly observed that existing law “affords excessive opportunities 
for tax reduction by splitting between the gift and estate taxes the total 
amount of wealth transferred by an individual.” 1*° 

I have said that the gift tax is a cut-rate tax. But like other bargains, it 
does not always attract the customers. A Treasury analysis discloses that 
for decedents as a whole total gifts before death are relatively small as 
compared with total transfers at death. On the other hand, it also appears 
that “the greater the wealth the larger the part that is transferred inter 
vivos.” Those who are supposed to be taxed the heaviest are enabled to 
avoid the most. Of the decedents studied, those who had between $500,000 
and $1 million disposed of less than ten per cent of their aggregate prop- 
erty during life. But those who had more than $3 million disposed of more 
than 25 per cent by gift.’*° While the wealthy are not fully sensitive to the 
savings bestowed by the gift tax, there is undoubtedly a leak in estate tax 
revenue. And it is a nice question whether two individuals possessed of the 
same wealth should pay diverse transfer taxes because one is more tax- 
conscious than the other or better able to make gifts before death. 

The second initial inadequacy of the estate tax focuses on the skipping 
of tax through life estates. Again I am only referring to what is commonly 
known among tax lawyers. A little arithmetic will illustrate the problem. 
Assume that A has $3 million as well as a son B and a grandson C. A be- 


127 In this example I am assuming that there is no estate or gift splitting, and that the 
donor applies against the transfer of $2 million his gift tax exemption of $30,000 but no 
exclusion. If the gift is not made, the estate tax is somewhat over $6 million. But if the gift 
is made, the gift tax is slightly over $550,000 and the estate tax a little over $4 million, 
or a total of about $4.6 million. 

128 See Hearings before the Committee on Ways and Means on Revenue Revision of 
1950, 81st Cong., 2d Sess. 6, 23 (1950). The second half of the example evidently assumes 
that over the five-year period each child annually receives $6,000 and the wife $18,000. 
Each gift to each child is tax-free because it falls within the annual exclusion. Of each 
$18,000 given to the wife, $9,000 is tax-free under the marital deduction, and another $3,000 
is tax-free under the annual exclusion. The residue of $6,000 per year, or $30,000 over the 
five years, is covered by the gift tax exemption. The $120,000 left at death is free from 
estate tax because of the exemption of $60,000 and a marital deduction of $60,000. 

129 Jd. at 6. 

180 See id. at 75, 77-82, 85. The transfers by gift include the amounts paid as gift tax, 
which are also removed from the estate tax base. See further the excellent discussion in 
Pechman, supra note 94, at 153. Pechman points out that in order to “minimize gift and 
estate taxes, individuals with total wealth of $5,000,000 or more should have transferred 
at least 70 per cent of their property during life.” Jd. at 159. 
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queaths his estate outright to B, and B similarly bequeaths his estate out- 
right to C. For the sake of simplicity I also assume that neither B nor 
C accumulates any additional wealth.*** At A’s death the estate tax is 
$1,231,400, leaving a balance of $1,768,600. At B’s death the tax is 
$622,070, leaving a balance of $1,146,530. At C’s death the tax is 
$359,446.70, leaving a balance of $787,083.30. However, the result is quite 
different if A bequeaths his $3 million in trust, if B and C are given suc- 
cessor life estates, and if the principal is ultimately payable to C’s issue. At 
A’s death the tax is still $1,231,400, but no tax is due when B and C die. 
The residue at C’s death is then $1,768,600, or more than twice as much 
as the sum left if A, B, and C resort to outright bequests.**” 

Once more a Treasury survey is illuminating.’** It indicates that dece- 
dents who leave net estates exceeding $500,000 place about 45 per cent of 
their total transferred property in trust. Though there is “no consistent 
pattern of variation by size of gross transfers,” those with larger accumu- 
lations put relatively more in trust than those with smaller accumulations. 
The transfers in trust range from one-third to one-half of gross transfers. 
To make matters worse, about 30 per cent of the total transferred property 
is settled for two generations or more, and so the estate tax is skipped 
twice or more. The larger the amount of wealth transferred, the longer 
the average duration of the trusts. Decedents who transfer gross amounts 
between $500,000 and $1 million put less than 15 per cent of their wealth 
into trusts for two generations or more. Decedents who transfer gross 
amounts exceeding $3 million put over 40 per cent of their wealth into 
such trusts. It is “the wealthiest taxpayers’ who “make the most effective 
use of the tax advantages of transferring property in trust.’ *** These 
findings reinforce President Hoover’s conclusion on t1e same subject. As 
he expressed it, “fortunes have become so large, and lawyers so cunning 
that they can freeze them into trusts extending over more than three 
generations,” **° 
I do not detect any persuasive reason why this condition should be 


131] am also assuming that none of the hypothetical estates is reduced by a marital de- 
duction. If a marital deduction is taken somewhere along the line, it does not alter the 
essential point of the example. See also note 134 infra. 

182 Cf, H.R. Rep. No. 327, 82d Cong., Ist Sess. 7 (1951). 

188 See Hearings before the Committce on Ways and Means on Revenue Revision of 
1950, 81st Cong., 2d Sess. 75-79 (1950). 

184 The Treasury’s survey covered returns filed in 1945. It seems to remain valid except 
as it has been affected by the later adoption of the marital deduction. Simple life estates 
for surviving spouses do not qualify for that deduction (I.R.C. § 2056(b) (1) (1954) ), and 
hence less of those estates are created to the extent that other types of dispositions are 
used to obtain the deduction. But this is small comfort to the revenue. The surviving spouse 
can still set up life estates for the successors in interest, and the marital deduction gives 
them an additional tax saving which they would not otherwise enjoy. 

135 3 Tue Memoirs OF HerBert Hoover 136 (1952). 
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allowed to continue. Nor do I understand why the creation of long-term 
trusts should be particularly encouraged. From the standpoint of the econ- 
omy, cogent arguments can be made that outright transfers should be 
taxed more leniently than transfers in trust. Private trusts are not con- 
spicuous sources of risk capital.** At the very least, however, outright 
transfers should not be treated worse. 

From the original infirmities of the estate tax, I briefly turn to those 
which have been added. Here I reach what Professor Simons aptly con- 
sidered “the Realpolitik of taxation.” *** The tax bar prefers to call the 
same thing a “technical amendment.” It does not agree with Shakespeare 
that a rose by any other name always smells as sweet. The policy of “the 
Realpolitik” or “technical amendment” may seem devious but it is never 
obscure. The lesson which it conveys is very simple. The best way to handle 
progressive taxes is to leave the rates alone and redefine the base through 
“technical amendments.” This formula for success is much more impres- 
sive than the method used by Secretary Mellon. The Secretary stubbornly 
persisted in making frontal attacks on the rate structure. He failed to 
realize that in tax law it is often wiser to be subtle than to be bold. Besides, 
“technical amendments” have other solid virtues which should not be over- 
looked. The tax reduction is more selective and the revenue loss is less 
disturbing. At the same time appearances are better maintained that way. 
The table of rates continues to look as effective as ever, and almost every- 
body continues to speak highly of ability to pay. 

The estate tax has been no more able to escape “technical amendments” 
than the income tax.’** Its base is meticulously defined and efficiently 
eroded. And so, while the rates have not been touched since 1941, the 
burden has nevertheless diminished. In recent years the principal “techni- 
cal amendments” have dealt with the marital deduction, gifts in contempla- 
tion of death, and the proceeds of life insurance.**® 

The marital deduction is an exemption which is felicitously called some- 
thing else. It excludes from a decedent’s taxable estate his bequests and 
other transfers to his surviving spouse.’*® If the decedent is married and 
fully uses the deduction, half of his entire net assets, as well as the $60,000 


186 Cf, Friedrich, The Economics of Inheritance in 1 SoctaL MEANING oF LEGAL Con- 
cepts 32 (Cahn ed. 1948). 

187 Simons, FEDERAL TAX ReEForM 16 (1950). See also Stmons, op. cit. supra note 22, 
at 218-219. 

188 See Paul, Erosion of the Income Tax Base and Rate Structure, 11 Tax L. Rev. 
203 (1956). 

189 For present purposes I put aside the amendments provoked by the Supreme Court’s 
decisions on reserved life estates and retained reverters in Comm’r v. Estate of Church, 
335 U.S. 632 (1949), and Estate of Spiegei v. Comm’r, 335 U.S. 701 (1949). 

140 T. R.C. § 2056 (1954). , 











248 TAX LAW REVIEW [Vol. 11: 


of exemption, passes tax-free. It makes no difference how substantial the 
estate may be. The larger the estate, the larger the deduction. Without 
resorting to the language of arithmetic, the marital deduction provides, in 
effect, an alternative rate schedule. It enables the decedent to divide his 
estate in two, so that each share is separately taxed. The share which is 
without the deduction is taxed at the decedent’s death. The share which is 
within the deduction is later taxed at the spouse’s death.**? Regardless of 
what the rates may suggest, the top rate of 77 per cent applies to taxable 
estates exceeding $20 million rather than $10 million. 

I do not mean to imply that a marital deduction is inherently wrong in 
principle. Even Andrew Carnegie felt that a widow should be allowed a 
“moderate” source of income after her husband is gone. My criticism is 
directed rather to the principle as now applied. It is not impossible to have 
a marital deduction which leaves the rate progression undisturbed. To 
illustrate, upon the surviving spouse’s death the amount previously allowed 
as a marital deduction could be taxed at rates determined by adding that 
amount to the first decedent’s taxable estate. The tax on that amount would 
then be merely deferred, not also reduced.**? I fail to see why the size of 
the estate which finally passes to the children and other descendants should 
be more or less, depending on whether a marital deduction was previously 
taken. The marital deduction should benefit only the marital partner.’* 

It is not easy to measure the revenue loss for which the deduction should 
be blamed. The calculation turns on how married decedents would have 
disposed of their property in the absence of the deduction.*** Here we can 
at best indulge in educated guesses. For example, one husband may be- 
queath all his property outright to his wife. He might well have done the 
same though the marital deduction had never been enacted. Another hus- 
band may leave half of his property outright to his wife and half for her 
in trust. If there had been no deduction, he might have preferred to place 


141 If the surviving spouse makes gifts before death, as is often the case, the tax saving 
is still greater because of the gaping discrepancy between the estate tax and the gift tax. 

142 A provision to this effect would have to be refined to deal with a number of problems, 
such as inter vivos gifts by the surviving spouse and community property. Since it is well- 
nigh impossible to do very much about community property, perhaps the only ultimate solu- 
tion, if any comes, is a separate and higher rate schedule for marital deduction property 
and community property when the second spouse dies. 

143 There seem to be more decedent-husbands than decedent-wives. Of 753 returns filed 
in 1945 for larger estates, 343, or 46 per cent, represented husbands who died first, and only 
56, or 6 per cent, represented wives who died first. These figures do not include spouses 
living apart. Among the other decedents 105, or 14 per cent, were widowers; 153, or 20 
per cent, were widows; and 79, or 11 per cent, were single. See Hearings before the Com- 
mittee on Ways and Means on Revenue Revision of 1950, 81st Cong., 2d Sess. 76 (1950). 

144 Apparently more than 52 per cent of the wealthier decedents die married. See note 


143 supra. 
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all his property in trust for her benefit. The tax reduction in the first case 
is not the same as in the second case.**° 

While it is difficult to measure the revenue loss, it is at least possible to 
make a conservative evaluation.‘*® A cautious appraisal is better than none. 
I have therefore approached the problem in the manner of Holmes’ famous 
“bad man.” *** I have assumed that the prospective decedent very care- 
fully calculates the best tax consequences available to him and makes his 
choice accordingly. I have eliminated any tax which the Treasury might 
collect, in the absence of the marital deduction, because of his negligence 
or indifference. If there were no marital deduction, our hypothetical dece- 
dent would place all his property in trust for his wife in order to skip a 
further tax at her death. In view of the marital deduction he leaves her 
one-half outright and one-half in trust. As a result, the half left in trust 
is taxable at his death,’** while the half owned outright is taxable at her 


death. 

On the assumptions which I have just made—which necessarily under- 
state the revenue effects of the deduction '*°—the reduction in effective rate 
varies between 14 per cent and 100 per cent for estates ranging from 
$100,000 to $10 million.° The following table indicates the extent of the 
revenue loss at various levels : ** 


145 Assume that each of these husbands leaves a net estate of $1 million before exemp- 
tion; that the tax due at his death is paid entirely out of principal; that apart from this 
diminution of the estate it remains the same until the wife dies; and that the wife has no 
other property. In the first case, without the marital deduction, the tax is $303,500 at his 
death and $193,475 at her death, or a total of $496,975; with the marital deduction, the tax 
is $126,500 at his death and $256,695 at her death, or a total of $383,195. In the second case, 
without the marital deduction, the tax is $303,500 at his death and nothing at her death, 
or a total of $303,500; with the marital deduction, the tax is $126,500 at his death and 
$126,500 at her death, or a total of $253,000. These computations are not reduced by the 
state tax credit. 

146 Tn 1948 the Treasury estimated the estate and gift tax loss at $250 million. See Hear- 
ings before the Committee on Finance on H.R. 4790, 80th Cong., 2d Sess. 24 (1948). In 
1950 it appraised the loss as about $300 million, or one-third of the revenue from both taxes. 
Hearings before the Committee on Ways and Means on Revenue Revision of 1950, 81st 
Cong., 2d Sess. 5, 126, 130 (1950). These estimates, I gather, were too large because they 
did not take into account the tax later payable when the property is transferred by the 
surviving spouse. 

147 Ho_tmes, CoLLecTep LEGAL Papers 170-171 (1920). 

148 T am assuming that the tax on the half in trust is payable out of the trust. 

149 The understatement is particularly true of the smaller estates, since trusts and life 
estates are used more by owners of the larger estates. 

150] am referring here to taxable estates before the deduction of the $60,000 exemption. 

151 This table is constructed from the table appearing in Hearings of the Committee on 
Ways and Means on Revenue Revision of 1950, 81st Cong., 2d Sess. 25 (1950). The effec- 
tive rate in the third column represents the sum of the tax paid on half of the property at 
the husband’s death and the tax paid on half at the wife’s death, divided by the estate left 
at the husband’s death. The table reflects federal tax liabilities after allowance of the maxi- 
mum credit for state taxes. 
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Taxable estate Effective rate Effective rate Percentage 
before without marital with marital of 
exemption deduction deduction reduction 
$ 100,000 4.8% — 100% 
150,000 11.7% 1.4% 88% 
200,000 15.8% 4.8% 70% 
250,000 18.1% 8.6% 53% 
300,000 19.7% 11.7% 41% 
400,000 21.9% 15.8% 28% 
500,000 23.3% 18.1% 22% 
750,000 25.6% 21.4% 16% 
1,000,000 27 .0% 23.3% 14% 
2,000,000 31.3% 27 .0% 14% 
5,000,000 40.8% 33.2% 19% 
7,500,000 46.1% 37.4% 19% 
10,000,000 49.8% 40.8% 18% 


The reductions shown by the table are instructive in several respects. 
First, the estate tax is pretty much eliminated in the bottom brackets. 
Though the progression is very rapid there, it hurriedly leads nowhere. 
Second, the marital deduction drastically erodes the progressive rate struc- 
ture. As the last column indicates, the tax cut is more substantial where 
the progression would otherwise be more telling. The reduction in effective 
rate is 53 per cent for an estate of $250,000, and 14 per cent for an estate 
of $2 million. Third, the benefits do not respond to any intelligent principle 
of rate reduction. Why, for example, should the effective rate on an estate 
of $10 million be reduced by 18 per cent, while the effective rate on an 
estate of $750,000 is reduced by 16 per cent? Why should the percentage 
reductions for estates of $1 million and $2 million be the same? Why 
should the tax on an estate of $5 million be reduced almost by the same 
percentage as the tax on an estate one-tenth its size? In fact, for estates 
within the sweeping range of $750,000 to $10 million the percentage of 
reduction varies only between 14 and 19 per cent. If lawyers requested 
this kind of reduction by a candid revision of the rates, they would be 
greeted with appropriate displeasure. They have obtained precisely the 
same result by a “technical amendment.” 

The next “technical amendment” involves gifts made in contemplation 
of death. The federal estate tax has always embraced gifts of this kind.”” 


152 The present provision appears in I.R.C. § 2035 (1954). For the development of the 
concept of “contemplation of death,” see FEDERAL AND STATE DEATH TAXES, REPORTS TO 
THE JorntT COMMITTEE ON INTERNAL REVENUE TAxATIon 55, 109 (1933) ; Bradford, Evo- 
lution of the Meaning of the Words “Gifts Made in Contemplation of Death” in Inherit- 
ance Tax Legislation, 9 Va. L. REv. 267, 269 (1923). 
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As the Supreme Court has stated, “The dominant purpose is to reach sub- 
stitutes for testamentary dispositions and thus to prevent the evasion of 
the estate tax.” ** A gift is deemed in contemplation of death “where for 
any reason the decedent becomes concerned about what will happen to his 
property at his death and as a result takes action to control or in some 
manner affect its devolution.” ** A decedent-to-be has the requisite con- 
cern, for example, if he makes a gift to avoid the estate tax.* In 1950 
Congress provided that gifts in contemplation of death are not subject to 
estate tax if made more than three years before death.1** 

Under the present dispensation avoidance is exceedingly easy. A donor 
may make any number of gifts in contemplation of death, and no estate 
tax is due as long as he survives three years. It makes no difference that 
the gifts derive solely from a desire to avoid the tax. Admittedly, the con- 
templation of death statute has not been a model provision. Any statute 
which makes motive the touchstone of taxability breeds administrative diffi- 
culties. But a feeble statute is no substitute for a troublesome one— 
especially if the basic design is to prevent tax avoidance. Even the tax 
committees which approved the three-year rule made a significant con- 
fession. “Undoubtedly,” they declared, “many gifts have escaped the estate 
tax because of the difficulty which the Government encounters in recon- 
structing the motives of the deceased.” ** This “difficulty” was resolved 
by making avoidance less difficult.*** 

The third prominent “technical amendment” takes care of insurance on 
the decedent’s life. Under the 1939 Code, as revised in 1942, insurance 
payable to specific beneficiaries was taxable if the decedent either paid the 
premiums or had any incident of ownership at death.” This two-fold 
rule disposed of a problem which was about as old as the estate tax. Origi- 
nally, the provisions of the tax omitted to mention life insurance. Before 
long the Ways and Means Committee made an unpleasant discovery. It 


153 United States v. Wells, 283 U.S. 102, 116-117 (1931). 

154 Allen v. Trust Co. of Georgia, 326 U.S. 630, 635 (1946). 

155 [bid. Cf. Farmers’ Loan & Trust Co. v. Bowers, 98 F.2d 794 (2d Cir. 1938), cert. 
denied, 306 U.S. 648 (1939) ; First Trust & Deposit Co. v. Shaughnessy, 134 F.2d 940 (2d 
Cir. 1943), cert. denied, 320 U.S. 744 (1943). 

156 Revenue Act of 1950, Sec. 501(a). This amendment is now incorporated in I.R.C. 
§ 2035(b) (1954). 

157 H.R. Rep. No. 2319, 81st Cong., 2d Sess. 62 (1950); S. Rep. No. 2375, 81st Cong., 
2d Sess. 57 (1950). See also Hearings before the Committee on Ways and Means on 
Revenue Revision of 1950, 81st Cong., 2d Sess. 74, 162 (1950). 

158 See H.R. Doc. No. 523, 80th Cong., 2d Sess. 58 (1947). 

159 T.R.C. § 811(g) (1939), as amended by Revenue Act of 1942, Sec. 404. Depending 
on the circumstances, insurance was also taxable if it was transferred before death and if 
the transfer was in contemplation of death intended to take effect in possession or enjoy- 
ment after death, or subject to certain powers or interests in the decedent. See PAut, 
FeperaL Estate AND Girt TAXATION § 10.39 (Supp. 1946). 











252 TAX LAW REVIEW [Vol. 11: 


learned that “wealthy persons” were “resorting” to the purchase of insur- 
ance as a “method of defeating the estate tax.” Insurance agents had 
“openly urged persons of wealth to take out additional insurance” because 
it would not be taxable."* The amendment of 1942 sought to make sure 
that this problem was adequately solved. It wisely recognized that regard- 
less of tax motivation in a particular case life insurance is “testamentary” 
in nature,!* for the essential function of insurance is to serve as a will. 

In its heroic tax revision of 1954, Congress methodically undid its solu- 
tion of 1942. It abolished the premium-payment test. Insurance is no 
longer taxable, though carried by the decedent, if he surrenders all inci- 
dents of ownership before death.*® Hence, insurance proceeds should vir- 
tually disappear from the estate tax base. As a practical matter, the tax has 
returned to the situation of 1918. It is not too rash to assume that insur- 
ance agents are busily giving the same advice now that they zealously gave 
then. If this assumption is for some reason erroneous, I must reluctantly 
conclude that they are strangely derelict in the performance of their duties. 

The avoidance which is now authorized may be illustrated by a small 
example. A 40-year-old individual has a wife and three children. He buys 
$900,000 of insurance for them by paying annual premiums of $6,000 per 
beneficiary. He retains none of the incidents of ownership. Each premium 
is a non-taxable gift because it falls within the annual exclusion or the 
marital deduction.’ At the insured’s death the entire $900,000 is re- 
ceived tax-free.’ I can add little to what Congressman Eberharter has 
said. As he has observed, “wealthy individuals” may again “—as they 
once did—pass on large portions of their wealth through the form of life 
insurance without paying an estate tax.” *® 


B. THe SoctaL OBJECTIVE 


I have yet to examine the operation of the estate tax in terms of its 
social objective—the levelling of hereditary wealth. Here the critical ques- 
tion is not how much the tax should produce, but how much the heirs 
should keep. A good deal of my prior analysis applies equally here. To the 


160 H.R. Rep. No. 767, 65th Cong., 2d Sess. 22 (1918), 1939-1 Cum. Butt. (Part 2) 
102. 

161 H.R. Rep. No. 2333, 77th Cong., 2d Sess. 57 (1942). 

162 T.R.C. § 2042 (1954). See note 159 supra. 

163 T.R.C. §§ 2503, 2513 and 2523 (1954) ; Rev. Rul. 55-408, 1955 Int. Rev. Buti. No. 
26, at 32. 

164 See 94 Conc. Rec. 7906 (1948). 

165 Jd. at 7907. The 1954 Code has added a cognate loophole. Benefits payable under a 
tax-exempt pension plan, attributable to the employer’s contributions, are not subject to 
estate tax. I.R.C. §2039(c) (1954).. For some mysterious reason these benefits are 
worthier of immunity than other property which passes at death. See H.R. Rep. No. 1337, 
83d Cong., 2d Sess. 90 (1954) ; S. Rep. No. 1622, 83d Cong., 2d Sess. 471 (1954). 
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extent that the tax fails to corral available revenue, it increases the shares 
which pass to the heirs. But the two questions are nevertheless separate 
and distinct. The permissible size of inherited wealth is an issue to be 
resolved on its own in the light of social policy. While one answer may 
collaterally yield more revenue than another, the wisdom of the answer 
has little to do with revenue. 

Having made this distinction, I am still not out of the woods. It is gen- 
erally agreed that the estate tax should, in the language of the Finance 
Committee, “prevent undue accumulation of wealth.” *® An “undue” 
accumulation, it seems, is an accumulation that is considered excessive for 
social reasons. Or, to state the obvious, a premeditated policy of levelling 
presupposes that if an estate left at death is too large, it should be made 
less large. But how large is too large? And how can we tell whether an 
estate which is overly ample has been adequately reduced? If we are to 
make an intelligent appraisal, we must have a discriminating standard 
which guides our appraisal. A word like “undue” may be convenient, but 
it is rarely instructive. 

In order to find some standard I return to the two Presidents who 
helped make the social objective of the tax politically palatable. Little 
would be gained by looking elsewhere. In so far as Congress is concerned, 
they have articulated the only criteria which have been at all meaningful. 

The first Roosevelt was less than meticulous. He distinguished between 
“a small fortune” and “a very large fortune” —which he also called “enor- 
mous” and “swollen.’’ And he advocated a “heavy progressive tax” on all 
fortunes “beyond a certain amount” so that only “a certain amount” would 
pass “to any one individual.” *’ But he failed to indicate when an estate 
is sufficiently swollen so that it should be levelled, and when an estate is 
sufficiently levelled so that it is no longer swollen. At what point does a 
fortune cease to be “small”? Is an estate of $2 million “small” or “large”? 
Or is any fortune “small” if it is not quite “enormous”? Even if everyone 
agreed on the size of “a small fortune,” an obtrusive ambiguity would 
remain. The crucial words “a certain amount” are too laconic to be in- 
formative. This phrase can be read as proposing an ultimate and absolute 
ceiling on inheritance. On the other hand, it may have inartistically ex- 
pressed a more customary notion—that heirs of “large” fortunes should 
receive diminishing portions as the progressive rates move upward. 

The second Roosevelt was more helpful, though he also was not unam- 
biguous. He contrasted “fortunes” and “accumulations” which are “great” 
and “vast,” with “a reasonable inheritance” which “adequately” serves to 


166 See discussion p. 235 supra. 
167 See discussion p. 228 supra. 
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“provide security for one’s self and one’s family.” *® In his view “a reas- 
onable inheritance” along these lines was enough. Of course, a “reason- 
able inheritance” does not carry the same arithmetical connotations to 
everybody. The most reasonable minds will quarrel over what is reasonable. 
Yet despite its ambiguity the concept employed by the President supplies a 
useful framework for analysis. It expresses an economic standard which 
has a familiar content, no matter how vague it may be at the outer edges. 
All large concepts are inevitably ambiguous. Nevertheless we use them 
since we cannot do without them. 

Now that we have the standard, let us apply it. On two occasions—in 
1934 and in 1935—the rates were supposedly rearranged to level estates } 
as well as raise revenue. In 1934, as I have already noted,’® the Finance 
Committee constructed a new rate structure reaching a maximum of 50 
per cent on net estates over $10 million. Apparently the Committee thought 
that the progressive rates below 50 per cent would sufficiently appropriate 
any “undue” accumulation below $10 million, and that the top rate would 
effectively remove any “undue” residue above that amount. More specifi- 
cally, under the Committee’s rates an estate of $10 million, including the 
exemption, would have borne a tax of about $3.4 million, or less than 
35 per cent of the fortune left at death. Congress proceeded further. It in- 
creased the rates to a maximum of 60 per cent, so that the tax on an estate 
of $10 million became about $4.4 million. In 1935 the Committee raised 
its sights. It persuaded Congress to appropriate about 50 per cent of an 
estate of $10 million, and about 65 per cent of an estate of $50 million.*”° 

Effective rates of this kind do not transform “large fortunes” into “a 
reasonable inheritance.” They are undoubtedly substantial and they obvi- 
ously cut deep. But they still leave about $5 million in an estate of $10 mil- 
lion, and more than $17 million in an estate of $50 million. Though Con- 
gress raised the rates twice after 1935,'" the increases are insignificant in 
the present context. Neither of them derived from any animus against the 
transmission of hereditary wealth. 

In any event, they do not particularly change the picture. If a full mari- 
tal deduction is taken, an estate of $10 million now bears an effective rate 
of about 49 per cent. On the same assumption, an estate of $50 million 
bears an effective rate of about 70 per cent.’” In either case, the residue 
that lingers on—$5.1 million in one case and $14.7 million in the other— 





168 See quotation p. 235 supra. 

169 See discussion p. 235 supra. 

170 See discussion p. 236 supra. 

171 See discussion p. 236 supra. 

172 These computations are before reduction for the state tax credit. They are made on 
the basis of the facts outlined in the discussion on p. 249 supra and presuppose that only 
half of the estate is taxed at the death of each spouse. In short, the calculated burden is 
the sum of the two taxes on the separate halves. 
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seems more than a “reasonable” provision for the “security” of one’s 
family. Indeed, I should confess that I am guilty of exaggeration. The tax 
burdens as I have computed them are a good deal imaginary. They do not 
take into account the tax avoidance that goes on via the loopholes in the 
base. Taxes are substantially reduced or entirely skipped. The proud pos- 
sessor of $10 million is not prone to await the impact of the tax in helpless 
fashion. 

However, if all the loopholes were closed, the rate structure would still 
be seriously defective. A policy of levelling is rooted in the tacit premise 
that if an estate exceeds a certain amount, whatever that amount may be, 
the excess should be taken away. It logically follows that as the excess be- 
comes larger, the progression should become sharper. The rate structure 
of the estate tax is wholly at odds with a policy of levelling. As the size of 
an estate increases, the rate of progression decreases.’ The rates do pre- 
cisely what they should not do. 

Under a genuine policy of levelling it is not enough that the rates 
progress the right way. Congress must also decide upon the appropriate 
size of a “reasonable inheritance” which “adequately” maintains the dece- 
dent’s family. Beyond that point the rates should be very high if the 
remainder of the estate is to be seriously levelled. The problem, then, is 
when does an estate become more than “reasonable” ? Herbert Hoover has 
thoughtfully suggested that “moderate inheritances under, say, $100,000” 
are a reasonable “provision for dependents.” “Several millions of dollars,” 
he feels, “is economic power and too often it falls into the hands of persons 
of little intention to use that power for public benefit either in expansion 
of enterprise and employment or for public services. It is the breeding 
ground of play boys and play girls of morally obnoxious and degenerating 
character.”?"* While Hoover’s views probe an absorbing question, Con- 
gress has preferred to leave it unresolved.?® 


III. A Finat APPRAISAL 


It would be pleasant to end on a note of modest optimism. Unfortu- 
nately I am considerably restrained by my own analysis. The estate tax, 
I believe, is in a period of decline. Unlike its predicament in the Mellon 


173 See discussion p. 242 supra. 

1743 Tue Memorrs oF Herbert Hoover 136 (1952). Though Hoover regards an indi- 
vidual inheritance of $100,000 as reasonable, he seems reluctant to impose heavy rates im- 
mediately beyond that amount. He also thinks that a death tax on individual shares is 
better than a death tax on the estate as a whole. [bid. 

175 Though the English estate tax is often viewed as an effective leveller of wealth, the 
results are not so impressive as they are reputed to be. In the period 1911-1913 one per 
cent of the population held 65 per cent of privately owned property. In the period 1946- 
1947 one per cent still held 50 per cent. See TAwNEY, Eguatity 275 (1951 ed.). 
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era, the present problem is not so much sudden death as chronic illness. If 
the past is a guide to the future, the tax should continue to ail for some 
time. Very few seem to be concerned about its condition, and I see little 
help on the horizon. It scarcely evokes any friendly interest in Congress, 
apart from the hostility that it normally arouses as a capital levy which is 
constitutionally excusable. For twenty years the tax had a friend in the 
Treasury. Now that friend is gone too. 

The tax fares poorly when the economy is in high gear. What was true 
in the 1920s has been true in the 1940s and 1950s. Congressman Green has 
proved to be an accurate prophet. In “more prosperous times,”’ he wrote in 
1933, a renewed war on the tax should be expected. ‘““No purpose is more 
persistent in the minds of most of those who have large estates than in- 
creasing them and keeping them perpetually in the family. There are many 
exceptions, but this is the general rule.’’'® The tax has been popular in 
Congress only during war or depression. But even these crises no longer 
seem to suffice. Throughout our participation in World War II and the 
Korean hostilities, Congress refrained from raising the rates or reducing 
the exemption. And since deficit financing has become more respectable, 
the tax may well be ignored in any future depression. 

Yet apart from its limited base, it is hard to devise a better tax than a 
death tax.1"* Estates represent ability to pay. And as they are mere wind- 
falls to the beneficiaries, they should be taxed more heavily than any other 
kind of acquisition.*** To quote an appraisal of Civil War days, “there is 
no property upon which a tax can better be laid than upon inheritances.” 1“° 

The argument will, of course, be made that it is foolish to seek more 
revenue from the estate tax, since the additional yield will be relatively 
small. While this point is often made, it is always irrelevant. One may just 
as cogently contend that various income tax loopholes should be ignored 
because they benefit only a few and hence the revenue loss is minor. The 
question is not whether the estate tax will produce much more or little 
more when compared with other taxes. The question is whether estates 
constitute available sources of revenue which are insufficiently tapped. 
Congress should seek its revenue wherever it may appropriately find it. 

The argument is too facile for another reason. Even if Congress is unin- 
terested in obtaining more revenue, it should still enlarge the yield of the 
estate tax. The additional revenue would compensate for tax reductions 
which Congress might like to make elsewhere. For example, there is much 


176 GREEN, THE THEORY AND PRACTICE OF MODERN TAXATION 171 (1933). 

177 Cf, TwentTieTH CENTURY FuND, FAcING THE TAX Prosiem 415, 501 (1937). 

178 Cf, Park & Tilford Distillers Corp. v. United States, 107 F.Supp. 941, 942 (Ct. Cl. 
1952). 

179 32 Conc. Giope 1534 (1862). Cf. id. at-App. 232. See also SmitH, THE UNITED 
States FEDERAL INTERNAL TAX History From 1861-1871, 107 (1941). 
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talk these days of relief for the upper income tax brackets. If we assume 
that this relief is desirable, the estate and gift taxes are available as an 
offset against the resulting revenue loss. By raising rates and lowering 
exemptions, Congress could derive another $500 million from these taxes. 
Aside from replacing relinquished revenue, this increase would improve 
the political feasibility of relief for high incomes. 

The income tax brings to light another role for the estate tax. It is no 
secret that the income tax base is riddled with loopholes which I need not 
catalogue. More and more taxpayers are relieved of the taxes which the 
progressive rates suggest that they owe. Apart from special dispensations 
for select groups, the corporate entity is a general sanctuary from the im- 
pact of progression. It permits the accumulation of earnings after a top 
rate of 52 per cent in lieu of 91 per cent. In brief, there are discriminations 
between personal service income and investment income, between certain 
personal service income and other personal service income, between certain 
investment income and other investment income, and between individual 
income and corporate income. By the grace of Congress, various taxpayers 
are not bearing the burden which their fellow taxpayers are expected to 
endure with equanimity and fortitude. 

In these circumstances, perhaps the only practical solution is a vigor- 
ously effective estate tax. Congress’ immoderate generosity would cease at 
death, and the estate tax would serve as a delayed income tax.’*® Death 
taxes have often been justified as compensatory levies on those who escape 
their share of the fiscal burden during life.?**Though this view is not with- 
out its defects, it still contains a hard core of truth. If the income tax fails 
to do its job, only the estate tax can assure an eventual day of reckoning. 

Finally, the estate tax should be made a true leveller of wealth beyond 
“a reasonable inheritance” for the “security” of the decedent’s family. I 
need not rehearse the old and familiar arguments which sustain this con- 


clusion.’** It seems sufficient to say that an economic system which prides 


180 Bastable maintained that “the death duties” are “a capitalised income-tax levied only 
on accumulated wealth, and sparing those comparatively temporary parts of income that 
result from personal exertion.” BAsTaBLE, Pusiic Frnance 594 (3d ed. rev. and enlarged 
1922). See also id. at 608. Cf. P1cou, THE Economics oF WELFARE 718 (1938) ; SHrrRas 
AND Rostas, THE BurdEN oF British TAXATION 77 (1943) ; Stamp, THE FUNDAMENTAL 
PRINCIPLES OF TAXATION 163 (new and rev. ed. 1936). 

181 See SELIGMAN, PROGRESSIVE TAXATION IN THEORY AND PRACTICE 214 (1894) ; SELic- 
MAN, Essays IN TAXATION 131 (7th ed. 1911) ; SHuttz, THE TAXATION oF INHERITANCE 
183 (1926) ; FepERAL AND STATE DeatH Taxes, REPORTS TO THE JOINT COMMITTEE ON 
INTERNAL REVENUE TAXATION 100 (1933). This argument played an important part in the 
development of death taxes in this country. See West, THe INHERITANCE Tax 204 (2d 
ed. 1908). 

182 Many of them are stated with admirable brevity and clarity in Franklin D. Roose- 
velt’s message of 1935. See H.R. Rep. No. 1681, 74th Cong., 1st Sess. 2 (1935), 1939-1 
Cum. Butt. (Part 2) 643. 











258 TAX LAW REVIEW [Vol. 11: 


itself on equality of opportunity should level “unreasonable” estates with- 
out compunction.'** Wedgwood has referred to three sources of economic 
inequality : unequal ability, unequal luck, and unequal inheritance.*** Un- 
equal luck seems bad enough without unequal inheritance."** The mere 
incident of birth is not a significant contribution to society. 

Obviously, a system of private enterprise presupposes disparities in 
wealth ; and inequality of property among parents engenders inequality of 
opportunity among children. To that extent we are committed to less than 
full equivalence of opportunity. But it does not follow that inequality justi- 
fies much more inequality. In other words, large differences in wealth do 
not inevitably imply the same large differences in inherited wealth. For 
that matter, inheritance of any kind is neither a necessary nor inherent 
attribute of private property.*® It is not impossible to have individual own- 
ership without devolution by will or intestacy. However, I am not in the 
least inclined to argue for the abolition of inheritance. My position is a 
good deal milder. In my view, inheritance exhausts its useful purpose once 
it provides for the comfort of the surviving spouse and prepares the off- 
spring to live by their own exertions. 

Many years ago John Stuart Mill made a proposal which we would do 
well to borrow and revise. The estate tax should fix a limit on “what any- 
one may acquire by the mere favour of others without any exercise of his 
faculties.” If “he desires any further accession of fortune, he shall work 
for it.” 787 Or in Theodore Roosevelt’s exuberant language, he should 
“show the stuff that is in him when compared with his fellows.” *** When 
inheritance does much more, it gravely and inexcusably augments inequal- 
ity of opportunity. It then becomes hereditary economic power, which is 


183 Secretary Mellon argued differently. He thought that an estate tax frustrated equal- 
ity of opportunity. See MELLon, TAXATION: THE Peropte’s Business 123 (1924). 

184 WepGwoop, THE Economics oF INHERITANCE 81 (Pelican ed. 1939). 

185 See Friedrich, The Economics of Inheritance in 1 SoctaL MEANING oF LEGAL Con- 
cepts 35 (Cahn ed. 1948). In 1930 Julius Rosenwald estimated that 95 per cent of the 
large fortunes were due to luck. See Myers, THE ENDING oF HEREDITARY AMERICAN For- 
TUNES 236 n. 8 (1939). 

186 See SELIGMAN, PROGRESSIVE TAXATION IN THEORY AND Practice 214 (1894); 
SELIGMAN, Essays IN TAXATION 122 (7th ed. 1911) ; West, op. cit. supra note 181, at 
223; CoHEN, LAW AND THE SocrAt Orper 29 (1933). John Stuart Mill sought to distin- 
guish between intestate succession and testate succession. He reasoned that “the right of 
bequest, or gift after death, forms part of the idea of private property,” while “the right 
of inheritance, as distinguished from bequest, does not.” 1 Mit, PRINCIPLES oF POLITICAL 
Economy, bk.2 c.2 § 3 (5th ed. 1894). But in so far as immediate heirs are concerned, this 
distinction was insignificant in Mill’s scheme of thought. 

187] MILL, op. cit. supra note 186, at § 4. Mill would have controlled the size of be- 
quests by a direct limitation. 

188 See quotation p. 229 supra. 
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no more tenable than hereditary political power.*® As Roger Babson so 
succinctly put it, “I do not see why the control of ten or twenty thousand 
men should descend by inheritance through the death of some manufac- 
turer, any more than the control of a city or a State should pass on to the 
son of a mayor or a governor.” ’ If we genuinely believe in a substantial 
equality of opportunity, then we should cheerfully desire an estate tax 
which truly levels. We cannot have one unless we also have the other. 

Professor Berle has recently reminded us of Jefferson’s “picture of the 
ideal United States.” It was “a country in which none was very rich; none 
very poor; all were producers, all owners and consumers.” *** Within its 
limitations the estate tax has much to contribute toward the consummation 
of Jefferson’s vision. 


189 See Nathanson, The Ethics of Inheritance in 1 SoctaL MEANING oF LEGAL Con- 
cepts 89 (Cahn ed. 1948) ; CoHEN, op. cit. supra note 186, at 31. 

190 Myers, op. cit. supra note 185, at 255. 

191 Berte, THE 20TH CENTURY CAPITALIST REVOLUTION 29-30 (1954). 











The Scope of the Taxable Sale Under 
Sales and Use Tax Acts: Sales as 
Distinguished from Services 
JEROME R. HELLERSTEIN 


| the past two decades retail sales and use taxes have become a 
principal source of revenue among the states and more recently have been 
adopted by a good many local governments. The pressing need of the states 
and local governments for funds during the depression years of the 1930's, 
the expansion of governmental services, the spiraling of costs during 
World War II and succeeding years forced the state and localities to seek 
new sources of revenue to supplement collections from existing levies.’ 
The general retail sales tax and its complement, the use tax, with their 
broad base offered a rich source of new revenues. Starting with Mississippi 
in 1930, general retail sales taxes have spread across the country, with the 
result that as of the present time there are 30 states, the District of Colum- 
bia, and many cities and towns which impose such levies.* These taxes, 
along with other gross receipts taxes account for approximately 23 per cent 
of all state tax collections and four per cent of local taxes.* The rise in the 
fiscal importance of these measures has presented to administrators and 
the courts a host of complicated and controversial issues as to the scope 
and application of the taxes. Indeed, one court has recently complained 
that the volume of sales tax litigation is a “seemingly interminable deluge 


Jerome R. HELLERSTEIN is a member of the New York Bar, Associate Professor of 
Law at New York University Law School, author of STATE AND Loca, TAXATION ; CASES 
AND MarterIALs (1952), and a contributor to legal periodicals in the field of taxation. 

1 See U.S. Bureau or Census, Historical REVIEW oF STATE AND LocaAL GovERNMENT 
Frnance, No. 25 (1948) ; Strate Sates Tax Activity, 14 Tax Pottcy No. 4 (Tax Inst. 
1947) ; Walker, The Sales Tax as a Source of Local Revenue, 33 Butt. Nat’: Tax Ass’N 
48 (1947). 

2 The states having general retail sales or use tax levies or both are Ala., Ariz., Ark., 
Cal., Col., Conn., Fla., Ga., Ill., Iowa, La., Me., Md., Mich., Miss., Mo., Nev., N.M., N.C., 
N.D., Ohio, Okla., R.I., S.C., S.D., Tenn., Utah, Wash., W. Va., and Wyo. The Pennsyl- 
vania levy expired in 1955. See P-H State anv Locat Tax Serv., Att States UNIT, 
q 1001. 

8 The figures are for 1954. See U.S. Bureau or Census, CoMPENDIUM oF STATE Gov- 
ERNMENT FINANCES IN 1954 AND STATE AND LocAL GovERNMENT FINANCES IN 1954; 
Tora Tax Cottections 1n 1954, 22 Tax Poricy No. 10 (Tax Inst. Oct. 1955). 
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... that for several years have seriously impeded this court in the exer- 
cise of its important and primary constitutional jurisdiction.” * 

Twenty years or thereabouts in the development of a new and complex 
branch of the law is not likely to produce a mature or rounded jurispru- 
dence. A reading of the multitude of rules and regulations and the steady 
stream of judicial decisions emanating from the administrative authorities 
and the tribunals across the land reflect the fumbling, confusion, and grop- 
ing typical of adolescents struggling for maturity. We propose here to 
consider one aspect of the attempts by administrators and the courts, at 
times with legislative help, to carve out through case by case determination 
a philosophy, an approach to sales and use tax problems in the borderline 
between a taxable sale and non-taxable services.® 


THE Broap DESIGN AND PATTERN OF SALES AND USE TAXES 


Retail sales and use taxes are, generally speaking, limited to transfers 
of tangible personal property for purposes other than resale by the pur- 
chaser.® As we shall see, many levies extend their coverage to certain types 
of fabrication or processing services essentially as a measure of prevent- 
ing avoidance of the tax on sales of tangible property; otherwise it ordi- 
narily becomes necessary to distinguish between a sale, which is taxable, 
and the rendition of services, which is non-taxable. 

Because the sales and use taxes of most of the states are retail levies, 
they are not turnover taxes designed to tax every step in the economic 
process, but instead are, broadly speaking, imposed only on the transfer 
of property to the consumer. Hence, transactions involving sales for resale 
or wholesale sales are excluded from such levies. Usually the statutes are 
designed so that except for exempt transactions, such as sales to charitable 
organizations and other preferred purchasers, a tax is to be collected on 
goods transferred somewhere along the line in the economic process. This 


4 Kelley Motors, Inc. v. Peck, 161 Ohio St. 186, 118 N.E.2d 408 (1954). 

5 Comparatively little has been written dealing with the construction and application of 
state sales and use taxes. HA1G AND SHoup, THE SALES TAX IN THE AMERICAN STATES 
(1936) and JAcospy, Reram SALES TAxATIon (1938), written by economists, are the most 
important over-all studies of the levies that have been published. For articles dealing with 
various problems arising under sales tax levies, see Wahraftig, Meaning of a Retail Sale 
and Storage, Use or Other Consumption, 8 Law & Contemp. Pros. 542 (1941) ; Cohen, 
The Taxable Transactions in Consumers’ Taxes, 8 LAw & Contemp. Pros. 530 (1941) ; 
Brown, Some Legal Aspects of State Sales and Use Taxes, 18 Inv. L.J. 77 (1943) ; 
Redlich, Sales Taxes and the Resale Exemption in the Manufacture and/or Distribution 
of Personal Property, 9 Tax L. Rev. 435 (1954). 

6 In several states, however, many types of services are taxed under the retail sales and 
use levies so that many of the problems presented by this paper do not arise. See sales 
and use tax levies of La., Miss., and W. Va. And in many states there are a few isolated 
services, such as utility services, subjected to tax; otherwise the levies are limited to sales 
of tangible personal property. 
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double objective—that only sales to the consumer shall be taxed and that 
goods shall be taxed once at one step or another in the chain from pro- 
ducer to consumer ‘“—has had significant bearing on the treatment of a 
number of sales and service controversies. Thus, if a shoe repairman is 
regarded as selling the soles and heels he uses in fixing a pair of shoes, he 
will pay no sales tax on his purchases of leather and heels since they are 
bought for resale, but he will collect a tax from his customer on the sale 
of soles and heels. On the other hand, if the shoe repairer is regarded as 
rendering services and not making sales to his customer, he will ordinarily 
be treated as the consumer of the leather and heels, pay a tax on his pur- 
chases, and collect no tax from his customers. 

In short, because of the retail nature of the sales levy, the sales-services 
problem is typically a two-dimensional issue involving the positions of both 
the taxpayer and his supplier. Stated differently, the problem is the par- 
ticular point in the economic process at which the levy is to be imposed. 
And this may take on special importance because of the immunity of cer- 
tain transactions, depending on the level at which imposed (e.g., transac- 
tions with the United States but not with its contractor), the measure of 
the tax (the price which measures the tax is likely to increase as the article 
moves to the ultimate consumer), and other factors. 

The importance of this dual objective to the construction of sales tax 
statutes may be illustrated by the treatment of a metal plate manufacturer 
under the levies. A widely used definition of the term “sale” employed in 
the sales tax statutes of many states is “any transfer of title or possession, 
or both [to tangible personal property], exchange or barter, license to use 
or consume, conditional or otherwise in any manner or by any means 
whatsoever for a consideration.” * Under the license to use or transfer of 
possession provisions, if, for example, a producer of type or metal plates 
licenses their use by printers (who return the plates after they are used), 


7In Hotel Statler Co. Inc. v. District of Columbia, 199 F.2d 172, 173 (D.C. Cir. 1952), 
the Court said, “The general object of the limitations in the statute is that only the ‘end’ 
transaction and not the ‘intermediate’ transactions shall be taxed; i.e. that taxes on trans- 
actions involving a given article, without change in form, or service shall not be pyra- 
mided.” In Carpenter v. Carman Distributing Co., 111 Colo. 566, 144 P.2d 770, 773 (1943), 
the Court said, “In the case at bar the consummation of the end transaction, which is the 
delivery of the serviced articles to their customers by the laundries and cleaners, no sales 
tax is paid by or collected from such customers. Thus, if it were accepted, as the com- 
pany contends, that the sales of tangible personal property purchased from it by the laun- 
dries and cleaners, are exempt under section 2(n), supra, and, as is admitted, no sales tax 
is or can be imposed under the act on the final sale of the service in the furnishing of 
which such personal property is used, the consequence would be that no sales tax what- 
soever would be received by the states on either or any of the final or intermediate sales.” 

8 See, e.g., sales tax acts of D.C., N. Y. City, Ark., Ariz., Conn.,.Fla., reported in P-H 
State AND LocaL Tax Serv. and CCH Strate anp Locat Tax Serv. 
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the license transaction is a taxable sale. The manufacturer of the type and 
metal plates pays no tax on the metal purchased by him for processing, 
since he purchases the plates for “resale” to his printer customers. Instead, 
he collects a tax on the license charges made to his customer. 

Some definitions of sale are, however, more narrowly drawn and do not 
encompass licenses or rentals of property.’ When the issue arose in Iowa 
(whose levy does not tax rentals or licenses) as to the taxability of the 
plate manufacturer on his purchases of metal plates and types, the Court 
held that the taxpayer is engaged in rendering a “service” to its customers, 
and as such purchased the metal not for resale but for consumption, and 
consequently was subject to the levy on the purchases.** Theoretically, the : 
conception of “service” would not appear to depend on the narrowness or 
breadth of the statutory definition of sale. But, in fact, the taxing authori- 
ties and the courts have tended to circumscribe the limits of one conception 
by those of the other. And while it may be argued that the manufacturer is 
not in truth the consumer or user of the metal, it nevertheless appears 
sound to treat the consumer or user as the last person not making a retail 
sale of the article in order that a tax may be levied either on the metal or 
the finished type.” 

The design, pattern, and purposes of the levies should, of course, be our 
guides in construing the language of the taxing statutes. Yet many courts 
have relied heavily on dictionary definitions of the terms used in the ; 
statute—a pedestrian approach to statutory construction which deprives 
words of their blood and flesh and leaves only the naked bones—and others 
have turned to the meaning of the terms used in other branches of the 
law.** Some courts in deciding sales tax issues have, for example, relied 





® Typecrafters, Inc. v. Philadelphia, 34 Pa.D.&C. 82 (1938). See, e.g., Ark. Reg., Art. 
24, CCH State & Locat Tax Serv. J 60-151; N. Y. City Reg., Art. 100, P-H State & 
Loca Tax Serv. { 77,600. 
10 The Iowa levy defines a sale as “any transfer, or exchange, barter, conditional or 
otherwise, for a consideration.” Iowa Cong, § 422.42, CCH State anp Locat Tax Serv. 
7 60-054. 
11 Matter of Mamssetter M. & L. Co. Inc., P-H (Iowa) Strate anp Locat Tax Serv. 
1 23,036 (1949). | 
12 The sales-services problem does not arise exclusively by reference to the definition of | 
“sale.” The controversy may arise under the “resale” or “wholesale sales” provisions. For ] 
example, in determining whether a printer is taxable on purchases of ink used in printing 
books, the issue may be framed in terms of whether the ink is purchased for resale under , 
the exclusion of such purchases. If it is held that the printer is engaged in rendering non- 
taxed services, the court will ordinarily hold that the resale provision is inapplicable, but ( 
if the printer is treated as selling printed materials, the resale provision will ordinarily 
come into play to exempt from tax the purchase of the ink. I 
18As Learned Hand, J., has declared, “it does not follow that Congress meant to cover , 
such a transaction, not even though the facts answer the dictionary definitions . . . the A 
meaning of a sentence may be more than that of the separate words, as a melody is more 
than the notes, and no degree of particularity can ever obviate recourse to the setting in O 
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on cases arising under the statute of frauds, where the distinction between 
sales of goods and agreements to furnish services frequently arises. Thus 
the traditional English statute of frauds rule '* was stated by Blackburn, J., 
in a case holding that a dentist who undertook to make a plate of false 
teeth for a customer was barred by the statute. He declared : 


... if the contract be such that when carried out it would result in the sale 
of a chattel, the party cannot sue for work and labor; but if the result of the 
contract is that the party has done work and labor which ends in nothing that 
can become the subject of a sale, the party cannot sue for goods sold and de- 
livered. The case of an attorney employed to prepare a deed is an illustration 
of this latter proposition. It cannot be said that the paper and ink he uses in the 
preparation of the deed are goods sold and delivered. The case of a printer 
printing a book would most probably fall within the same category. . . . I do not 
think that the test to apply to these cases is whether the value of the work ex- 
ceeds that of the materials used in its execution; for, if a sculptor were em- 
ployed to execute a work of art, greatly as his skill and labor, supposing it to 
be of the highest description, might exceed the value of the marble on which he 
worked, the contract would, in my opinion nevertheless be a contract for the 
sale of a chattel. 


More recent expressions by the English courts have departed from the 
rigid doctrine thus expressed. The issue arose whether an artist who had 
been orally commissioned to paint the defendant’s portrait was barred 
from recovery by the statute of frauds when the defendant repudiated the 
contract. In holding that the transaction was not “a contract for work and 
labor and materials,” the Court dealt with Blackburn, J.’s, views and gave 
them a flexibility apparently not intended by their author by making the 
key consideration “the substance of the contract.” 7 


... If you find, as they did in Lee v. Griffin that the substance of the contract 
was the production of something to be sold by the dentist to the dentist’s cus- 
tomer, then that is a sale of goods. But if the substance of the contract, on the 
other hand, is that skill and labour have to be exercised for the production of the 
article and that it is only ancillary to that that there will pass from the artist 
to his client or customer some materials in addition to the skill involved in 


which all appear and which all collectively create.” Helvering v. Gregory, 69 F.2d 809, 
810-811 (2d Cir. 1934). “It is one of the surest indexes of a mature and developed juris- 
prudence not to make a fortress out of the dictionary ; but to remember that statutes always 
have some purpose or object to accomplish whose sympathetic and imaginative discovery 
is the surest guide to their meaning.” Cabell v. Markham, 148 F.2d 737, 739 (2d Cir. 1945), 
aff'd, 326 U.S. 404 (1945). 

14 The discussion of this topic is based largely on 1 WILLISTON ON SALEs §§ 53 ef seq. 
(3d ed. 1948). 

15 Lee v. Griffin, 1 B & S 272, 278 (1861). Professor Williston notes that Canada fol- 
lows the British rule. In applying the rule, the printing of stationery to a customer’s order 
has been held to constitute a sale. Dominion Press, Ltd. v. Minister of Customs, [1928] 
A.C. 340. 

16 Robinson v. Graves, [1935] 1 K.B. 579, 587; see Professor Gower’s review of CorBIN 
On Contracts, 61 YALE L.J. 1092, 1103 (1952). 
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the production of the portrait, that does not make any difference to the result 
because the substance of the contract is the skill and experience of the artist in 
producing the picture. 


The American courts have generally followed a different principle, 
stated by Shaw, C.J., of the Massachusetts Supreme Judicial Court, that 
where the contract “is an agreement with a workman to put materials 
together and construct an article for an employer whether at an agreed 
price or not, though in common parlance it may be called a purchase and 
sale of the article, to be completed in futuro, it is not a sale until an actual 
or constructive delivery and acceptance.” '7 Consequently, contracts for 
goods although specially manufactured for the buyer (unless they are not 
suitable for sale to others in the ordinary course of the seller’s business ) 
fall within the fraud provisions of the statute. 

The statute of frauds cases thus yield a number of alternative tests for 
determining whether a transaction constitutes a contract for the sale of 
goods or for work, labor, and services. Blackburn, J., looks essentially to 
the final product produced, and if the transfer of the article may be re- 
garded as a sale, he would regard the contract as calling for a sale regard- 
less of the comparative value of services and materials. The more recent 
British view looks at the “substance of the transaction” and gives greater 
weight to the comparative importance of labor and materials going into 
the final product than does Blackburn, J. The prevailing view in the 
American courts emphasizes the special order feature of the transaction 
as placing the agreement in the category of services as distinguished from 
sale. 

These same tests, as we shall presently see, crop up in the sales tax cases 
in seeking to distinguish taxable sales from non-taxable services. What- 
ever their merit, the conclusions reached in the frauds cases are not per- 
suasive and certainly should not be regarded as decisive in resolving the 
sales tax issues. True, both statutes use the term “sale,” and although the 
sales levies define the term as meaning transfer of title (for the moment 
we are not dealing with the broadening of the term to include transfers 
of possession, rentals, and licenses), that definition advances us little be- 
yond the undefined term “sale.” ** But in turning to the “context” ?® to 


examine the “organism” *° created by the legislature when it enacted the 


17 Mixer v. Howarth, 21 Pick. 205, 38 Mass. 205 (1888). This rule has in substance been 
embodied in the Uniform Sales Acts. See, e.g., N.Y. Pers. Prop. Law § 85. 

18 See Koehler v. St. Mary’s Brewing Co., 228 Pa. 648, 77 Atl. 1016, 1018 (1910) ; 
Arnold v. North American Chemical Co., 232 Mass. 196, 122 N.E. 283, 284 (1919) ; Union 
Securities, Inc. v. Merchants Trust & Savings Co., 205 Ind. 127, 185 N.E. 150, 152 (1933). 

19 See Frankfurter, Some Reflections on the Reading of Statutes, 47 Cotum. L. Rev. 527 
(1947). 

20 Holmes, J., in Missouri v. Holland, 252 U.S. 416, 433 (1920). 
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sales tax, the considerations leading to a particular construction of the 
term “sale” in a statute of frauds case may have no bearing whatever on 
the solution of the tax problem. 

Thus, to take the general American rule, it may be an undue hardship 
to deny recovery to a tailor who entered into an oral contract to make an 
exotic suit of clothes for a vaudeville actor who refuses to pay, and the 
risks of fraud which the statute was designed to safeguard against may be 
minimized because of the special nature of the order. Yet there may be no 
good reason for sales tax purposes in distinguishing between such a special 
order and a ready-made suit bought in a department store. In short, the 
thinking and experience and content given to the sales-services distinction 
in the statute of frauds cases and in the law generally are a useful starting 
point, but they must be critically evaluated and wherever appropriate, in 
the light of the text, context, design, and purposes of the sales tax acts, 
different tests may be employed and different results may properly be 
reached. 


A. THE CLASSIFICATION OF BUSINESSES OR OCCUPATIONS AS INVOLVING 
THE RENDITION OF SERVICES OR SALES OF PROPERTY 


The issue whether a transaction constitutes a sale or a service cannot 
be disposed of by the simple device of determining whether title (or pos- 
session) to an article passes.*? Under such a test, when a lawyer draws a 
will for his client and delivers the executed document to him, presumably 
a taxable sale would take place since title to the instrument passes to the 
client. Likewise, the accountant who prepares and delivers to his client an 
audit report or the architect who prepares and delivers plans for a house 
would be making taxable sales. The taxing agencies have not pressed the 
concept of taxable sales to such extremes. 


1. The graphic arts and allied trades 

The considerations which have moved the courts to classify transactions 
in the penumbral area between sales and services as non-taxable services 
or as taxable sales may be illustrated by a series of decisions dealing with 


21 Because the problems here presented are essentially the same whether arising under 
sales or use taxes, reference will be made generally in the text to sales taxes as covering 
both levies unless the discussion requires separate reference to the use tax. The use tax is 
in essence a complement to the sales tax, designed to protect the local merchant from having 
his customers purchase their goods outside the taxing jurisdiction, to safeguard sales tax 
revenues, and to avoid the effects of certain Supreme Court decisions which limited the 
applicability of the sales tax in respect to interstate sales. See Warren and Schlesinger, 
Sales and Use Taxes: Interstate Commerce Pays Its Way, 38 Cotum. L. Rev. 49 (1938) ; 
Lockhart, The Sales Tax in Interstate Commerce, 52 Harv. L. Rev. 617 (1939). 
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printers and allied trades. Thus, in an Illinois case ** holding that the re- 
ceipts from the printing of letterheads, circulars, mail order catalogues, 
briefs, and other special order materials are not subject to the state’s re- 
tailer’s occupation tax on the ground that the transactions did not con- 
stitute sales, the Court said : 


. . » Copy for the printed matter is delivered to them [taxpayers], and in 
the process of carrying out their contract of service they use ink for the purpose 
of destroying plain paper so far as its commercial value is concerned. From that 
time it is of no use or value to any person other than the one for whom the 
printing is done . . . and it follows that the printer is engaged only in service. 
The appellees are not engaged in the business of selling tangible personal prop- 
erty, but in the business of printing—one of the graphic arts. 


The Washington Supreme Court in holding that the printing of railroad 
tariffs does not constitute a taxable sale reached the same result but in its 
opinion emphasized the absence of transfer of title to the printed docu- 
ment and the comparatively insignificant value of the materials used.” 


22 Tt is to be noted that the Illinois statute does not follow the typical pattern of sales 
and use taxes imposed on the purchaser, with the seller acting primarily as a collecting 
agent. Instead, that state’s retailers occupation tax, although otherwise containing most of 
the characteristics of the use-sales tax, is imposed on the vendor, does not require a sepa- 
rate statement of the levy, and is not collectible as such from the purchaser. See note 63 
infra. Nevertheless, the statutory definitions of sale and service here discussed are essen- 
tially the same as those of many other typical retail sales tax states, and the Illinois cases 
have exerted an influence on the decisions in other states. Moreover, the Illinois rules may 
be sharply revised in view of the enactment in 1955 of a new use tax which taxes the 
privilege of using materials purchased at retail where the sale is not subject to the Illinois 
retailers occupation tax. See Act of July 14, 1955, S.B. 510, CCH (Ill.) Strate anp Loca 
Tax Serv. ff 60-004 et seq. 

23H. G. Adair Printing ‘Co. v. Ames, 364 Ill. 342, 343, 4 N.E.2d 481 (1936). 

24 Washington Printing & Binding Co. v. State, 192 Wash. 448, 73 P.2d 1326, 1328 
(1937). The Court said, “Before the tax can be imposed it must appear, first, that the 
seller was the owner of or had title to the property, and, second, that he parted with such 
ownership or title for a valuable consideration. Respondent never had title to or ownership 
of the tariffs. They were prepared and owned by the bureau. All of the property that 
respondent had title to was the paper and ink used in printing the tariffs. This small 
amount of material was practically destroyed by the reproduction of the tariffs, and had 
no further value to any one other than the bureau. Respondent was not selling its paper 
and ink to the bureau, but was furnishing its skill and labor and the use of its machinery.” 

In a related type of case the Michigan Court of Claims followed the Washington deci- 
sion in holding that the printing of tariff schedules for the taxpayer truckline did not 
constitute the purchase of tangible personal property under the state’s use tax. Associated 
Truck Lines, Inc. v. Department of Revenue (Mich. Ct. Cl. 1953), CCH State anp LocaL 
Tax Serv. { 200-098. The Court argued that to “say that the tariff schedules and publica- 
tions are tangible personal property .. . would be the equivalent of stating that the audit 
reports of an accounting firm, the brief of an attorney, or wills, contracts . . . the manu- 
script prepared for an advertising agency and forwarded to a printer for printing, the 
insurance policy ... issued by an insurance company .. . would all be tangible personal 
property within the meaning of the Act.” Instead, the Court held that the “sole function 
of the Tariff Bureau is the rendering of a service to the participating carriers and that 
the tariff schedules and publications are mere incidents of this service.” 
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These views have resulted in judicial holdings that the photostater,”® 
the manufacturer of electrotype, stereotype, and materials used in printing 
and advertising *® on special orders are non-taxable and have produced 
administrative determinations that the photo-engraver, the lithographer, 
and the bookbinder of special materials not usable except by the particular 
customer are not subject to sales tax.?* And the same principle has been 
applied by some states to the photographer.”* 

These holdings have, however, been rejected in other states, where the 
courts have ruled that taxable sales are made by printers and others in the 
graphic arts.”® In a North Dakota case a photographer who makes a stated 
charge to his customers for the sitting and proofs and a separate, addi- 
tional charge for the final photographs, if purchased, contended that his 
is a service enterprise requiring skilled personal efforts; he emphasized 
the fact that the materials used in making the prints constituted only about 
two per cent of the total charge. The Court nevertheless determined that the 


25 Burgess & Co. v. Ames, 359 Ill. 427, 194 N.E. 565 (1935). 

26 A. B. C. Electrotype Co. v. Ames, 364 III. 360, 4 N.E.2d 476 (1936). 

27 H. G. Adair Printing Co. v. Ames, 364 Ill. 342, 4 N.E.2d 481 (1936) ; Acme Printing, 
Inc. v. Nudelman, 371 Ill. 217, 20 N.E.2d 277 (1939). 

28 For the rules and regulations in other states holding that persons engaged in the 
graphic arts do not make sales but instead are rendering services and must therefore pay 
sales taxes on the materials they buy, see Ga. Rules, CCH State anp Locat Tax Serv. 
q 60-203.10; Tenn. Rule 67, id. { 64-037 (limited to printing and binding of books, etc. 
supplied by the user) ; developing films is also a service (Rule 48, id. J 64-028). 

29 Long v. Roberts & Son, 234 Ala. 570, 176 So. 213 (1937) (commercial printer, 
lithographer, engraver, and bookbinder) ; Bigsby v. Johnson, 99 P.2d 268 (1940), rev’d 
on a different issue, 18 Cal.2d 860, 118 P.2d 289 (1941) ; People ex rel. Walker Engraving 
Corp. v. Graves, 243 App. Div. 652, 276 N.Y.S. 674 (3d Dep’t 1935), aff'd, 268 N.Y. 648, 
198 N.E.2d 939 (1939) (photo-engraver) ; City Blue Printing Co. v. Bowers, 163 Ohio St. 
6, 125 N.E.2d 181 (1955) (photostater and blueprinter). For regulations in other states 
generally following these holdings as to persons in the graphic arts, see ARK. STAT. 
§ 84-1903(d), CCH Srate anp Locat Tax Serv. J 60-159; Conn. Reg. 21, id. J 60-236; 
D.C. Reg. § 1201, id. | 64-037; Iowa Rule 114, id. | 64-079; Md. Rule 43, id. { 60-019£; 
Mo. Rules 73 and 74, id. [| 64-073 and 64-074; N.Y. City Reg., Arts. 70-73, 73 P-H State 
AND LocaL TAx Serv. ff 77-540, 77-542, 77-544, 77-546; N.D. Rule 90, CCH Strate ann 
Locat Tax Serv. f 63-856 (photostaters and photographers who furnish prints make sales, 
except that good faith “sitting charges” are deductible, but the developing of films and 
the furnishing of one print are services) ; Ohio Rule 103, id. { 60-069 (covers printers, 
lithographers, mimeographers, and multigraphers ; compare Ohio case cited note 30 infra) ; 
Oxta, Stat. tit. 68, c. 27, § 1251(c) (1951), id. J 60-308; Pa. Reg., Art. 218, id. 64-021; 
R.I. Reg. id. J 63-812; S.C. Reg., Arts. 28 and 31, Jf 60-151 and 60-154; S.D. Rules 37 
and 39, id. {| 64-230 and 64-240 (where stock is furnished by the customer, printers, 
engravers, and multigraphers are treated as rendering services) ; Tenn. Rules 48 and 67, 
id. I] 64-028 and 64-037 (cover sales of photographs, photostats, and printed matter where 
the customer does not furnish the stock) ; Utah Reg., Art. 75, id. § 60-123; Wash. Rules 
141 and 144, id. J] 68-541 and 68-544; Wyo. Rules 40 and 41, id. [Jf 63-936 and 63-937 
(photographers and photostaters may make separate charges). In many of the foregoing 
regulations developing, tinting, and coloring are treated as services if the charges therefor 
are separated. In Louisiana, Mississippi, and West Virginia, which tax services generally, 
the graphic arts are, of course, included. 
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photographer made taxable sales in so far as the charges related to the 
final prints but not to the portion of the price attributable to the sitting, 
declaring : *° 


There is no question but that a successful photographer must . . . possess and 
exercise artistic talent and skill. But the fact that he does is not the determining 
factor. Through the employment of that talent and skill, photographic likenesses 
are produced and when produced, are tangible property. . . . There is no article 
fabricated by a machine or fashioned by human hand that is not the fruit of the 
exercise and application of individual ability and skill. And few, indeed, are the 
instances where the greater part of the cost thereof is not chargeable to personal 
service directly or remotely applied. The fact that an article is made to order 
and is of particular value to one individual and of little or no value to anyone 
else, does not bring about the legal result that the property in it is at all times 
in him who contracts to have it made and never at any time in the maker... . 


The Michigan Department of Revenue has adopted an intermediate and 
a somewhat more refined view. Photographing products or subjects “for 
the purpose of making a record of the subject or event where limited skill 
is required beyond photographic technique” is declared to be a sale of 
tangible personal property. But with an eloquence seldom encountered in 
the usual prosaic regulations, the Department distinguishes, and treats as 
a service, the “making of photographs as a part of creating advertising 
where the photograph has no intrinsic value and is not intended for use 
other than reproduction, involving creative treatment in composition, 
arrangement, camera angle and effect, where the skill of the photographer 
is imaginatively engaged in achieving a result beyond the mere identifica- 
tion or record of the object photographed,” for “‘it is the creative skill of 
the photographer which is engaged.” ** 


30 Voss v. Gray, 70 N.D. 727, 298 N.W. 1, 4 (1941), accord, People ex rel. Foremost 
Studio, Inc. v. Graves, 246 App. Div. 130, 284 N.Y.S. 906 (3d Dep’t 1936) (sale of dress 
designs impressed on cloth for use by manufacturers held taxable). 

In Cusick v. Commission, 260 Ky. 204, 206, 84 S.W.2d 14 (1935), the Court, in holding 
that a photographer makes taxable sales, said, “Coming to the argument that a photog- 
rapher is engaged in selling service, and that service is not taxable, it must not be over- 
looked that the chief value of many articles consists in the cost of the service and skill 
by which they are produced, rather than the cost of materials out of which they are 
made. . .. One who desires a photograph of himself or his family does not contract simply 
for service. He desires the finished article, and that is what he buys and what the photog- 
rapher sells. It is true that the photograph is of a particular person, and that the market 
is limited, but that is more or less true in every case where clothing or other articles are 
made to order for a particular person, or a particular purpose, and are not regularly kept 
on hand.” 

81 Mich. Rule 59, P-H Srate anp Locat Tax Serv. { 21,416. There, the emphasis is 
on the skill and imaginative treatment by the photographer in distinguishing between a 
sale and a service. Yet it is doubtful that the portrait photographer exercises less skill and 
imagination than the commercial advertising photographer. In any event, that is the 
vehement view of the author’s 14-year old amateur photographer son, who insists that 
the portrait photographer exercises great skill and imagination in determining lighting, 
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In a New York case a tax was assessed against a fur dyer on its pur- 
chases of dye stuffs and other chemicals used in dyeing fur skins owned 
by dealers and manufacturers of furs. The taxpayer contended that it 
purchased the chemicals for resale and pointed out that the dye physically 
adheres to the skin. The Court upheld the taxing authority in its view that 
the fur dyer is engaged in rendering a service during the course of which 
it consumes the dyes and other chemicals.** A dissenting judge agreed with 
the taxpayer that the “tangible coloring matter” remains “tangible” after 
the dyeing process has been completed, emphasizing that the dye “can be 
. . . touched and tasted,” and reached the conclusion that the dyer makes 
a “physical addition” to the property and hence sells “tangible property.” 
This dissent is one of the most extreme expressions encountered in support 
of the use of a strict transfer of title theory—albeit with the help of chem- 
istry and physics—as the test whether services are rendered or property 
is sold.** 


pose, background, and so forth, in taking a photo of a person. Indeed, the author under- 
stands the boy’s dissent from the distinction drawn after observing the long and patient 
process of his taking outdoor photos of children, when he waited hours for the right light, 
scouted the beach for the right background, and climbed onto fences and roofs to get the 
right angle. 

lowa appears to follow the Michigan rule as to the treatment of the commercial photog- 
rapher doing advertising work. See Iowa Rule 86.1, CCH State anp Loca Tax Serv. 
{ 64.040. In Old Photo Studios v. Peck (Ohio B.T.A. Dec. 15, 1953), id. 200-396, com- 
mercial photography was held to constitute a personal service and not subject to sales 
tax. It is to be noted that an additional problem is presented in the case of commercial 
photographs prepared for advertising purposes or for use in other publications. There 
the print is ordinarily made in order to prepare a photo-engraving for the printer’s use. 
Taxpayers have argued that no sales tax is payable on the taking and delivery of the photo- 
graphs (or in the preparation and delivery of commercial illustrations), on the ground that 
the essence of the transaction is a license to reproduce the photograph (or commercial illus- 
tration), i.¢., a transfer of an intangible right. This problem, which is outside the scope 
of the present study, and the cases which have arisen are discussed in Hellerstein, STATE 
AND LocaL TAXATION : CASES AND MATERIALS 346 (1952). 

82 Mendoza Fur Dyeing Works, Inc. v. Taylor, 272 N.Y. 275, 5 N.E.2d 818 (1936). 
Compare Carpenter v. Carman Distributing Co., 111 Colo. 566, 144 P.2d 770 (1943), in 
which sales to a laundry of soaps, chemicals, cloth, fabric, buttons and thread (used for 
mending purposes), wrapping paper, and twine were taxed since the laundries are engaged 
in service industries; hence the transaction was not exempt under a provision excluding 
from tax as wholesale sales articles used in processing goods for sale. 

33 The case had a curious aftermath. When the City of New York, which imposed the 
levy, amended its sales tax by adopting a fabrication provision which taxed various types 
of processing services, including dyeing, fur dyers became taxable on the dyeing services 
rendered to their customers. The tax is required to be collected from their customers. 
Cf. Banken v. State Board of Equalization, 79 Cal. App.2d 572, 180 P.2d 400 (1947), 
which dealt with the taxation of the fur dyer under a similar provision. Thereupon the 
City of New York revoked its ruling that the dyer is taxable on the dye purchased by 
him, apparently treating the dye as being purchased for resale. Actually, the issue 
whether dye is purchased for resale would appear to be unaffected by the question whether 
a tax is payable on the dyeing services; many articles consumed in manufacturing or 
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2. The standards used by the courts 

Let us analyze the tests thus employed by the courts to classify printers, 
photographers, and persons in allied trades with respect to taxable sales 
or non-taxable services. The following elements of the transaction were 
weighed most heavily by the courts which treat these transactions as non- 
taxable services: (1) the materials used by the taxpayer in fulfilling his 
deal with his customer are destroyed in the process; they are not trans- 
ferred as such to the customer; (2) the final product could not be used 
generally by anyone other than the customer, either because a special order 
was involved which could be of no use to other buyers or because the article 
produced embodied the buyer’s intangible property ; (3) the materials used 
constituted only an insignificant part of the cost of the job; the services 
provided by the taxpayer were the predominant factor in the charges made 
to the customer; and (4) the taxpayer’s occupation is traditionally re- 
garded by the community as the rendition of a service, not the sale of 
goods. 

On the other hand, the courts holding that the transactions involved 
taxable sales have looked primarily to the end-product and, having found 
that tangible personal property is transferred to the customer, have held 
the transactions under discussion to be taxable sales. 

In evaluating the results reached, it is relevant to consider the effects of 
the alternative decisions in these cases. In virtually all states having such 
levies, a determination that a transaction which involves the delivery of a 
tangible article is a non-taxable service does not result in complete exemp- 
tion from tax of the materials consumed. Instead, the impact of the de- 
cision is to move the taxable transaction up one notch in the economic 
process.** Thus, in the State of Washington the printer whose dealings 
with his customer have been determined to constitute non-taxable services 
is regarded as the consumer of the ink and paper and consequently pays 
processing goods whose sale is taxed are themselves taxed, ¢.g., machinery, tools, clean- 
ing fluids. Nevertheless, there is merit to the view that if the services are to be taxed, the 
administrative authorities and the courts should go far to avoid a duplication of taxation 
of goods used in the process, and in this instance the City of New York apparently reached 
this result by following the view of the dissent in the Mendoza case, supra note 32. This 
is another illustration of the adaptation of the area of “sale” and “service” to accommo- 
date to the scope of taxable transactions. Compare also Mounting & Finishing Co. v. 
McGoldrick, 294 N.Y. 104, 60 N.E.2d 825 (1945). 

84 Tllinois is an exception to this rule. Despite holdings that the taxpayer is engaged in 
a non-taxable service occupation, the Illinois courts have nevertheless, in a number of 
situations, held or indicated that he is not taxable on his purchases of materials used in 
rendering the services, on the ground that the levy is imposed only on the ultimate con- 
sumer of the article. Thus, persons engaged in the graphic arts who produce tangible 


personal property on special order are considered as rendering non-taxable services, and 
at the same time sales of ink, paper, and other articles so used by the graphic artist are 
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a tax on these materials when he purchases them from his supplier.** In 
California and New York City, on the other hand, because the printer is 
held to be making taxable sales, he is free of tax on his purchases of ink 
and paper under the purchase for resale exemption.** The real issue, there- 
fore, simmers down to the stage at which the transaction is to be taxed. 


3. Implications of the stage at which the tax is levied 


What are the implications of the level in the economic process at which 
the transaction is taxable? First, the measure of tax may vary sharply, 
depending on the point selected for tax. Thus, a two per cent tax on the 
cost to the printer of the paper and ink used in printing a brief will obvi- 
ously result in a smaller levy than a tax on the printed briefs delivered to 
a lawyer. Second, the higher the stage in the economic process at which 
the levy is imposed, the greater the likely multiplication of taxes which will 
result. Thus, if the printer of books is treated as rendering a service, a tax 
will be payable on the ink and the paper he buys, and a second tax will be 
payable on the retail price of the book when the ultimate customer buys the 
book. This can very likely be avoided if the printer is regarded as making 
a sale, since his purchases of the paper, and in some jurisdictions of the 
ink, will be regarded as a wholesale purchase or a purchase for resale and 
hence non-taxable. The same may be true of the commercial photographer’s 
printing paper and, in some states, his negatives and chemicals used in 
making photographs for use in publications. It is, therefore, true by and 
large that taxes imposed at the earlier processes in the production of a 
product (taxable to the final consumer) tend to multiply. And the multi- 
plication of taxes is likely to result in a price load in excess of the actual 
taxes paid being borne by the ultimate consumer, because at each stage 
between the imposition of a tax and the next processor or seller, the tax 
tends to enter into the price paid for goods or service and in turn to be 
taken into account in computing markup. 

Finally, the exemption of particular final purchasers from tax may 
result in the complete elimination of tax throughout the economic process 
or, conversely, the final exempt purchaser may be bearing an indirect sales 
tax despite his statutory exemption. To illustrate, if literature is printed 
for a charitable organization whose purchases are exempt from any levy,*” 


non-taxable (Ill. Rule 9, CCH State anp Loca, Tax Serv. J 60-112). These results 
may, however, be altered as a result of the enactment in 1955 of a new use tax by Illinois. 
See note 22 supra. 

85 Wash. Reg., Rule 144, CCH State anp Locat Tax Serv. J 68-544. 

36 See Cal. Rule 24, CCH State anp Locat Tax Serv. { 60-124; N.Y. City Reg., Art. 
71, P-H State anv Locat Tax Serv. { 77,542. 

37 Purchases by charitable organizations are exempt from sales and use taxes in many 
states. See, e.g., Micu. Stat. § 205.54a, CCH State anp Locat Tax Serv. § 60-205; Mo. 
Rev. Start. § 144.030, id. | 60-210. 
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the treatment of the printer as rendering services results in an indirect 
tax borne by the charitable institution, since the sales tax paid by the 
printer in such state on the paper and ink purchased by him ordinarily be- 
comes a component of the price charged to the charity. 


4. A critique of the tests used 


The line to be drawn between sales and services should be found in the 
pattern, coverage, and design of the sales and use taxes. The niceties of 
property law as to whether title to ink used in printing a prospectus is 
transferred to the printer and the chemistry and physics of printing have 
no proper place in such a determination. Virtually every retail sales tax 
appears to be bottomed in the conception that the tax should be imposed 
on the final consumer of the article. This does not mean the final consumer 
of the ultimate product, as is evidenced by the taxes indisputably levied in 
many states on articles consumed at intermediate processing and distribut- 
ing stages before the ultimate consumer is reached. 

Thus, in many states the purchase of machinery and equipment by the 
manufacturer of consumer’s goods, the purchase of office furniture, equip- 
ment, supplies, and stationery by the wholesaler, the purchase of store fix- 
tures, advertising displays, and trucks by the retailer, all of which are used 
up in the manufacturing, wholesaling, and retailing of products taxable to 
the ultimate consumer, are either explicitly or clearly subjected to tax. 
Nevertheless, all these intermediate taxable transactions have one element 
in common—the article taxed does not find its way into the hands of the 
ultimate consumer. Where the article in question does find its way into the 
hands of the final consumer, although transformed from ink into printing 
or from paper into a photographic print, the conclusion suggests itself 
that the broad objective of taxing only the ultimate consumer of the prod- 
uct should be a major factor in fixing as a sale the transaction with the 
ultimate consumer. 

Certainly, the “predominant ingredient test” (or the test of the “‘insig- 
nificant” value of the materials in the light of the total charge), the 
“special order test,’ and the emphasis on the absence of transfer of title 
to ink or paper or to the literary property involved in railway tariffs, relied 
on by some courts in holding that printers and photographers are engaged 
in services, appear to have little merit. In addition to the fact that these 
tests do not spring from the nature of sales taxes and the pattern and basic 
coverage of the statutes, there are too many other comparable cases of 
clear taxability and too many unwarranted distinctions resulting from such 
tests to make such factors acceptable yardsticks of taxability. As an eco- 
nomic matter, there is no warrant for treating a printer as engaged in 
rendering services when he prints a catalogue distributed by a mail order 





1956] TAXABLE SALE UNDER SALES AND USE TAX ACTS 275 


house under its own name, but as selling goods when calendars bearing no 
distinctive name and hence usable by retailers are printed for general 
distribution. 


(a) The predominant ingredient test 


The weakness of the predominant ingredient test may be illustrated by 
a recent District of Columbia case involving a statutory variation of that 
test as applied to the taxability of comic strip mats.** The mats furnished 
by the syndicate which hires the comic strip writer are used in making a 
metal plate from which the newspapers are printed ; the right is obtained 
to use the strips in the newspaper only once. The Tax Court upheld the 
levy but the Circuit Court reversed, the majority relying on the provision 
of the statute that exempts from tax “Professional insurance or personal 
service transactions which involve sales as inconsequential elements for 
which no separate charges are made.” Blank mats could have been pur- 
chased for less than ten cents, whereas the comic strip mats were consider- 
ably more expensive, costing about five dollars each. The Court determined 
that the syndicates “simply sold the professional and personal services of 
the artists, whom they had under contract, and in so doing transferred title 
to the mats, of inconsequential value from which the drawings could be 
reproduced.” 

In reaching this conclusion, the Circuit Court referred to a provision 
of the regulations which determined that a sale is an “inconsequential 
element” where the price of the tangible personal property is less than ten 
per cent of the amount charged for the services rendered.*® Noting that 
the Tax Court had found that the value of the mats was less than ten per 
cent of the contract charge, the Circuit Court concluded that this finding 
was a “sufficient basis for reaching the opposite conclusion.” But this is 
only one element in the statutory exemption as drawn, for it must also be 
determined that the dealings involved a “personal service transaction.” 
What the Circuit Court appears to have done is to utilize as the decisive 
factor in determining whether this was a personal service transaction the 
inconsequentiality of the materials. 

This rationale and holding *° undercut much established sales tax law. 


88 Washington Times-Herald, Inc. v. District of Columbia, 213 F.2d 23 (D.C. Cir. 
1954), commented on in 43 Gro. L.J. 109 (1954). Cf. the California rule as set forth in 
Gen. Butt. 55-12, CCH State anp Locar Tax Serv. J 60-124b. 

39 D.C. Reg. § 202(b), CCH Strate anv Locat Tax Serv. { 60-035. Compare the Iowa 
and Michigan rules treating commercial artists as rendering services and the Nevada rule 
which treats such persons as vendors of personal property. Iowa Rule 86.1, id. { 64-040; 
Mich. Rule 2, id. J 64-010; Nev. Rule 2, id. 60-102. 

40 A more solid basis for the decision, however, may be the view taken by the concurring 
opinion of Stephens, J., that the transaction did not involve a sale of tangible personal 
property as required by the statute but merely a license of an intangible, namely, a right 
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If one commissions a highly paid artist to do a portrait or hires a Parisian 
couturier to design and produce an exclusive gown, it can, with as much 
force, be said that the “price was paid for the artist’s work,” while the 
canvas and paint and, in some instances, the materials in the dress are of 
inconsequential value. Similarly, the $100 a year or higher annual fee that 
is paid for tax and financial services is not paid for the paper on which 
the information is printed but for the services of the editors in gathering 
data, analyzing problems, and setting forth the results. Yet in all these 
instances sales taxes are generally imposed despite the inconsequential 
nature of the materials used.** 


(b) The community appraisal test 


(1) Professional services. What then are the proper tests for sepa- 
rating sales from services in the type of business under discussion? Cer- 
tainly our customary attitude towards, and our appraisal of, the trans- 
action as involving sales or services are major factors in the determination. 
It is usual to look upon the professional as rendering services. Conse- 
quently, dealings with professionals have almost universally been excluded 
from the “sale” category. It would be strange indeed to consider that the 
lawyer drawing a will, the accountant a report, or the architect plans, are 


to reproduce a comic strip, which is non-taxable. The majority opinion also makes a brief 
and rather confusing reference to the rights to reproduce but apparently regards this 
point, t.¢., what is involved is an intangible right of reproduction as distinguished from 
the right to use or consume the tangible mat, as supporting its holding that a service rather 
than a sale is involved. The difficulty with this view is that it is not borne out by the find- 
ings, for title to the mat was transferred to the newspaper and the mat was used in the 
reproduction process. The entire usefulness of the artist’s comic strip lies in its reproduc- 
tion in newspapers, and perhaps comic books, through the preparation of mats of the strip. 
Therefore, the case would seem to fall within the decisions in other jurisdictions holding 
taxable dress designs [People ex rel. Foremost Studio, Inc. v. Graves, 246 App. Div. 130, 
284 N.Y. Supp. 906 (3d Dep’t 1936)] and commercial illustrations, and photographs cre- 
ated for reproduction in advertising [Anderson v. City of New York, 176 Misc. 896, 30 
N.Y.S.2d 302 (Sup. Ct. 1939), aff'd, 267 App. Div. 980, 48 N.Y.S.2d 692 (1st Dep’t 1944), 
aff'd, 295 N.Y. 784, 66 N.E.2d 299 (1946)]. Cf. Frissel v. McGoldrick, 300 N.Y. 370, 
91 N.E.2d 305 (1950), and Howitt v. Street & Smith Publications, Inc., 276 N.Y. 345, 
12 N.E.2d 435 (1938), where, as here, the major price is paid for the right to reproduce 
the work, but the work is embodied in the article transferred and the reproduction largely 
exhausts its economic function. 

#1 See Conn. Rul. 20, P-H Strate anp Locat Tax Serv. { 21,620; Jones v. Long [Ala. 
Cir. Ct. Montgomery Co. (1937)], id. J 21,308; N.M. Rule 13, CCH State anp Loca 
Tax Serv. {| 68-813; Tenn. Rule 6, id. { 64-004; and compare People ex rel. Foremost 
Studio, Inc. v. Graves, 246 App. Div. 130, 284 N.Y.S. 906 (3d Dep't 1936), in which the 
furnishing of dress designs for use by manufacturers was determined to constitute a tax- 
able sale. In an Ohio case, however, the Board of Tax Appeals held that an artist’s 
charge for the painting of portraits is a “personal service” transaction in which the 
materials used are an “inconsequential” element of the price charged and hence non-taxable. 
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making “‘sales.”” These matters are not regarded as market-place buy-and- 
sell transactions and are therefore not taxable. 

However, this conception can be pushed too far. For example, a phar- 
macist filling a prescription is regarded as rendering a service, but when 
he turns a patent medicine over to a customer he is considered to be mak- 
ing a sale.** Nevertheless, the premise that in certain instances profes- 
sionals are not engaged in the rendition of services has been employed to 
extremes difficult to justify. Thus, an area in which the classification of 
the professional and his dealings as services appears proper is that of the 
dentist. In a Pennsylvania case a dental laboratory making dentures from 
molds furnished by a dentist contested a sales tax on the transaction on 
the theory that the dentist purchased the dentures for resale to his patients. 
The Court rejected this contention, saying ; * 


...A dentist does not sell to his patient. . . . The patient certainly doesn’t 
think of his dentist as one who sells him a false tooth or inlay. The patient hope- 


42 Wray’s Pharmacy v. Lee, 145 Fla. 435, 199 So. 767 (1941). Under some sales taxes 
statutes drugs bought on prescription are explicitly exempted from tax. See e.g., N.Y. 
City, P-H State anp Locat Tax Serv. § 77,174; Fla. Rule 20, OCH Strate anp Loca 
Tax Serv. J 65-265; N.D. Star. §§ 3-7, Rule 50, id. J 63-821. Several Illinois cases have 
held that sales of drugs to hospitals and sanitariums are taxable, rejecting the argument 
that the patients and not the institutions are the “ultimate consumers”; under the Illinois 
authorities no tax would be collectible if the patients were regarded as the ultimate con- 
sumers. P. H. Mallen Co. v. Dep’t of Finance, 372 Ill. 598, 25 N.E.2d 43 (1939) ; Feffer- 
man v. Marohn, 408 Ill. 542, 97 N.E.2d 785 (1951). The Court held in these cases that 
the institutions consume the drugs, in the same way as does the head of a family buying 
food, in providing hospital care for the inmates. 

43 Axelrod-Beacon Dental Laboratory v. Philadelphia, 34 Pa. D. & C. 190, 198 (1938) ; 
see Pa. Reg., Art. 218, CCH State anp Loca Tax Serv. J 64-021. A similar case arose in 
Ohio under a provision found in a number of sales tax acts which exempts “Professional, 
insurance or personal service transactions which involve sales as inconsequential elements 
for which no separate charges are made.” The Court adopted the same reasoning as the 
Pennsylvania Court and held that since the dentist does not resell the dentures but renders 
a service to the patient, with the dentures being an inconsequential element for which there 
is no charge, the laboratory was making taxable sales to the dentist. Fritz v. Peck, 160 
Ohio St. 90, 113 N.E.2d 627 (1953). 

In Berry-Kofron Dental Laboratory Co. v. Smith, 345 Mo. 22, 137 S.W.2d 452 (1940), 
the Court held that the preparation and delivery of dentures by a dental laboratory to a 
dentist was not taxable. In that case, unlike the Pennsylvania statute which exempts sales 
for resale, the statute covers only sales for “use and consumption.” The Court held that 
the dentist is not the consumer of the dentures, that his patient consumes them. The sale, 
if there was one—and the Court indicated that the dental laboratory might be regarded as 
merely rendering a service—was not for “use or consumption” and hence not taxable. 

The regulations in a number of states follow the distinction drawn in the A-elrod- 
Beacon Dental Laboratory case by treating the dentist as the consumer of dentures, in- 
lays, etc. in rendering services to his patient and the dental laboratory as making taxable 
sales to the dentist. See Cal. Rule 5, CCH Strate anp Locat Tax Serv. { 60-106; Col. 
Rule 70, id. | 60-123; R.I. Reg., id., {| 63-810. 

In Saginaw Dental Laboratory (Mich. St. B.T.A. 1952), id. J 200-073, the Board re- 
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fully seeks his dentist for treatment and professional care and attention. Placing 
yourself in a dentist’s chair is far from the mart of purchase and sale, bargain 
and delivery. It may well be that the conclusion is a set of false teeth. But you 
don’t consider it a purchase, but rather as the treatment concluded upon; and 
the consideration paid the dentist is his fee for services, though there may be 
included in the dentist’s bill the cost of bridge or plate. The bridge is a step in 
the dentist’s professional ministration. 


In the area of prescribing and filling prescriptions for eyeglasses, the 
oculist and the ophthalmologist, being physicians, are universally regarded 
as rendering medical services when they prescribe lenses; and in many 
states, when they furnish the eyeglasses, they are not considered as making 
sales but as consuming the lenses, frames, and other articles in treating 
their patients. The optician, on the other hand, not being a medical man, 
is regarded as selling lenses, frames, and other materials and is taxable 
on such sales. The status of the optometrist who examines eyes, prescribes 
the correction, and fills the prescription, has been the subject of much con- 
troversy. Thus, an Illinois Court, in exempting the optometrist from the 
state’s levy, declared, “If it becomes necessary for a physician to furnish 
medicine or surgical dressings in effecting a cure, he certainly does not 
thereby come within the designation of those engaged in a calling which 
would result in the imposition of a retail tax, . ... The main object 
and purpose of optometry is to furnish service to one requiring a cor- 


rection of vision. It is not a craft or trade but a personal professional 
99 44 


calling. .. 

Other courts, however, have held the optometrist’s dealings with his 
patients or customers taxable. In Pennsylvania an optometrist, after test- 
ing his patient’s eyes, sent the prescription to a manufacturing optician. 
A single bill was rendered to the customer without separation of charges 


jected a dental laboratory’s contention that the preparation of dentures falls within the 
statutory exemption granted to equipment and materials used in industrial processing. It 
declared that the laboratory makes taxable sales of the dentures to its dentist customers 
who consume the article in rendering professional services. In Maranville v. State Board 
of Equalization (Cal. Dist. Ct. App.), 1 Cal. Tax Cas. J 200-113 (1950), the Court con- 
sidered the then California rule which distinguished between x-rays furnished by hos- 
pitals, physicians, and laboratories, together with a diagnosis of the pictures, and x-rays 
furnished by laboratories without diagnosis. An x-ray technician who usually made no 
diagnosis challenged a tax on his “sales” of x-rays. The Court held that the transaction 
constituted a sale of x-rays, relying in part on its holding that title to the x-rays passes 
to the patient, but it set aside the levy because of an improper discrimination made by the 
rule between hospitals, which were not taxed, and x-ray laboratories, neither of which 
make diagnoses. Subsequently, the California statute was amended so as to provide that 
“Producers of x-ray films for the purpose of diagnosis are the consumers of materials and 
supplies used in the production thereof.” CAL. Rev. anp Tax. Cove § 6020, CCH Srate 
AND Loca TAX Serv. ff 60-061. Cf. Okla. Reg., Art. 10, id. 60-105; S.D. Spec. Rule 20, 
id. { 64-145. 

44 Babcock v. Nudelman, 367 III. 626, 12 N.E.2d 635, 637 (1937). 
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for the optometrist’s services and glasses. The optometrist was held sub- 
ject to retail sales tax on the sale of glasses. The Court conceded that the 
optometrist would not be taxable on the amount received solely for services 
in testing and fitting, and declared,* 


We are not impressed by the argument that an optometrist who sells glasses 
and mountings is in the position of a dentist who sells bridge work or of a 
doetor who supplies medicine to his patient. . . . The dentist makes molds, and 
then out of raw materials, metals of various kinds, and artificial teeth, partly 
prepared for him in dental laboratories, plies them and creates them into struc- 
tures to conform with the mouth and gums. . . . This involves scientific work, 
labor and design. . . . It constitutes a very large part of the personal work of 
a dentist. In the case of a medical doctor, it is quite obvious that the furnishing 
of medicine to a patient is an inherent part of a physician’s professional services 
in the treatment of sickness and disease. . . . The optometrist who orders 
glasses and frames from manufacturing opticians, according to selections made 
by his patients, and sells them is engaging in a business not at all necessary to 
his profession. He does not grind the lenses, nor put them into their fittings. 
He plays no part in making or creating them. ... 


These holdings, which are embodied in the regulations of many states, 
indicate that whether a taxable sale of eyeglasses is made depends on 
whether the customer obtains them from an oculist, an optometrist, or an 
optician.** One would be hard-put to explain to a layman that if he goes 


45 Comm’r v. Miller, 337 Pa. 246, 11 A.2d 141, 142 (1940), accord, Kamp v. Johnson, 
15 Cal.2d 187, 99 P.2d 274 (1940). The rule of the latter case is no longer the law in 
California; see note 46 infra. In an Ohio case the issue arose under the professional 
services exemption quoted in note 43 supra. In a thoughtful opinion holding the optometrist 
taxable, the Court declared, “There is no doubt that the transactions had a professional 
aspect in one of the phases and involved sales only for which no separate charges were 
made. The proportion which the cost of materials bore to the total charge (about one to 
three) does not indicate that sales were an inconsequential element. Nor were the sales 
merely incidental to professional services. In a transaction of that kind, sales and services 
are distinct. The vendee may get his prescription from an optometrist and his spectacles, 
with lenses ground according to the prescription, from an optician. When the individual 
vendee gets both from an optometrist in the same transaction, their distinct character per- 
sists and the furnishing or sale of each is a consequential element.” Rice v. Evatt, 144 
Ohio St. 483, 59 N.E.2d 927, 929 (1945) ; see Ohio Rule 91, CCH State anv Locat Tax 
Serv. J 60-066. The Court then considered the Ohio statutory provision, limiting the 
measure of the tax where labor and services are involved to the price paid for the article, 
and indicated that had there been a separation of the charges the levy would have been 
excluded from the charges made for the services. 

46 This rule has been adopted by regulation or statute in a number of states. See Cat. 
Rev. AND Tax. Cove § 6018, CCH State anp Locat Tax Serv. J 60-059; Rule 20, td. 
§ 60-6060; Col. Rule 70, id. { 60-123; Ga. Rule 58, id. { 60-203.60; La. Reg., Art. 2-66, 
P-H Strate anp Locat Tax Serv. J 21,566; Mich. Rule 53, id. J 21,406; Okla. Reg., Art. 
32, CCH Strate anv Loca Tax Serv. { 60-112 (see provision taxing sales by optometrist 
or oculist if eyeglasses, etc. are carried in stock) ; S.C. Reg. 30, id. { 60-153; S.D. Spec. 
Rule 57, id. § 64-330; Tenn. Rule 44, id. { 64-024; Utah Reg., Art. 67, id. J 60-118. Under 
the foregoing rules, in some states where a separate charge is made for the eyeglasses, a 
tax is collectible on the sales price, and in some states an optometrist filling a prescription 
prepared by another is treated as making a taxable sale. 














280 TAX LAW REVIEW [Vol. 11: 


to an optometrist to obtain a pair of eyeglasses he is not making a pur- 
chase, but that if he obtains a prescription from his oculist, which is filled 
by his optician, he has made a purchase. And it is equally difficult from 
the pattern and design of the sales tax statutes to justify the imposition 
of a tax in the one case and the exemption from tax in the other. Indeed, 
the effect of such a distinction is to provide an economic tax advantage to 
the oculist or optometrist who compete in the market-place with the opti- 
cian, an advantage it is hard to believe the sales tax statutes were designed 
to effect. 

The error which the administrators and courts have fallen into in draw- 
ing the distinction between the professional on the one hand and the non- 
professional on the other is to attribute to the transaction definite conse- 
quences, depending upon the character of the purveyor of the glasses. This 
is the result of the uncritical extension of the sensible and useful principle, 
valid in many circumstances, that the dealings in which doctors, dentists, 
and other professionals engage are not encompassed within the scope of 
“sale” because they are regarded as the rendition of services. Although 
generally speaking doctors, dentists, and other professionals may properly 
be considered as rendering services and not selling property, nevertheless, 
where in fact the transaction bears all the characteristics of a sale, there is 
no warrant for excluding the transaction from the sales category merely 
because it is engaged in by a professional. 

It seems reasonable to treat all transactions involving the furnishing of 
eyeglasses as taxable sales, whether engaged in by a physician holding a 
medical license or by an optician, and some states have adopted that rule.** 
Unlike the acquisition of a pair of dentures—which one may perhaps re- 
gard as a species of highly personal body repair services rendered by a 
dentist—the eye-fitting transaction has as its objective and ends up with 
the delivery of an external piece of equipment to the client or customer. 
Nor does the fact that the glasses were prescribed and manufactured, 
assembled or fitted by a professional appear relevant in characterizing the 
transaction, for as in other special order cases the result should not be 
affected by the fact that individual and specialized services were essential to 
the creation of the article. But whatever result is reached—and it is per- 
haps not unreasonable to consider the oculist, optician, and optometrist as 
engaged essentially in rendering services, to which the furnishing of eye- 
glasses is incidental **—the professional rule does not warrant the drawing 


47 Mo. Rule 71, CCH Strate anv Locat Tax Serv. § 64-071; see N.D. Rule 47, id. 
{ 63-818; Wash. Rule 150, id. { 68-550. Under these rules, if the charges made by the 
oculist or optometrist for the services rendered in examining the eyes and furnishing a 
prescription are separated, the tax will be based on the charge made for the eyeglasses. 

48 That is the rule in Connecticut (Reg. 18, CCH Strate anp Loca Tax Serv. ff 60-235), 
in Rhode Island (id. J 63-814), and in Wyoming (Rule 36, id. J 63-933), and the effect 
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of a distinction between the oculist and the optometrist on the one hand 
and the optician on the other. The “professional” rule should have its 
limits; absolutes are no more acceptable in construing a taxing statute 
than in interpreting a constitution. 

(2) Non-professional occupations. Turning from the professions to 
other occupations and businesses, a credit rating agency case illustrates the 
situation in which the appraisal by the court of the nature of the business 
determined its classification as a service enterprise rather than as a mer- 
chant making sales. Dun & Bradstreet furnishes credit information to its 
subscribers through a printed volume of credit ratings. It also supplies its 
customers with supplemental telephonic and typewritten reports. Under a 
sales tax law encompassing within the definition of sale “license to use,” 
New York City sought to tax the furnishing of the credit rating books to 
customers. The Court set aside the levy, holding that the taxpayer renders 
service, to which the book is a mere incident. It analogized the books to a 
telephone directory, stating that one “does not think of a telephone com- 
pany as a seller of books to its subscriber.” *® This case is to be contrasted 
with the frequent holdings that loose-leaf tax services, investors’ guides, 
and similar publications constitute taxable sales. Here the publication is 
the ding an sich which the purchaser buys, not a service to which the 
printed material is an accessory." 

The principle that the embodiment of the services in the article trans- 
ferred will result in the taxation of the article as a sale, unless by custom 
the transaction is looked upon as a service, is also reflected in a case involv- 
ing a creator of dress fabric designs which are impressed on cloth for gen- 
eral use by dress manufacturers. The taxpayer was categorized by the 
court as a “purveyor of fabric designs.” © It is for this reason that the 
acquisition of a painting, even a commissioned portrait, is usually treated 
as a taxable sale.” 
of the Jones. remeiesion which provides that “in order to facilitate the collection of the 
tax,” optical supply houses should collect tax on their sales to oculists, optometrists, 
and opticians (Iowa Rule 89, id. J 64,043). In some states sales of eyeglasses prescribed 
for the particular wearer are exempt from tax by explicit statutory provisions. See Fla. 
Rev. Act 1949 § 8, P-H Strate anv Locat Tax Serv. § 22,014.15; Mp. Ann. Cope 
§ 322(m), Art. 81, CCH State anv Locat Tax Serv. {| 60-247; Nev. Laws 1955, c. 397, 
§ 15, id. § 60-079; Pa. Act July 13, 1953, § 102(7) (1), id. J 60-224; R. I. Gen. Laws, 
c. 455, § 6, id. J 60-072. 

49 Dun & Bradstreet, Inc. v. City of New York, 276 N.Y. 198, 11 N.E.2d 728 (1937). 
This case and related decisions under the New York City sales tax are discussed in 
Glauberman, The New York City Retail Sales Tax: What Constitutes a Sale of Tangible 
Personal Property, 7 Tax L. Rev. 94 (1951). 

50 Moody’s Investors Service v. McGoldrick, 280 N.Y. 581, 20 N.E.2d 25 (1939). 

51 People ex rel. Foremost Studio, Inc. v. Graves, 246 App. Div. 130, 284 N.Y.S.2d 906 


(3d Dep’t 1936). : 
52 See note 41 supra. 
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By way of contrast, a court stenographer who is paid by the parties for 
furnishing transcripts of the record of judicial proceedings has been held 
to be engaged in rendering stenographic services, not selling transcripts. 
As one court has said, it “is obvious to all lawyers and justices” that “what 
is purchased when minutes are furnished is not a book with so much typing 
on it but the results of skillful reporting of the events of a trial at 
court.” 3 This result is the obverse of the rulings in many states that a 
mimeographer who receives typewritten sheets from a customer, cuts sten- 
cils on a typewriter, and runs them off on a mimeograph machine is selling 
mimeographed articles,°* and the printer who sets type and prints a docu- 
ment is selling printed articles subject to the levy. True, the line between 
these transactions is a thin one for the services are not strikingly dissimilar. 
Nevertheless, the premise on which the distinctions are drawn appears to 
be sound, namely, that the area of taxable sale should be drawn at the point 
at which, by custom and tradition and community attitude, a transaction is 
regarded as buying and selling and not as the furnishing of services.” 

A recent Connecticut case in the borderline area between sales and serv- 
ices involved an airplane manufacturer which had contracted with the 
United States to furnish and deliver a number of experimental engines. 


53 Booth v. City of New York, 268 App. Div. 502, 52 N.Y.S.2d 135 (1st Dep’t 1944), 
aff'd, 296 N.Y. 573, 68 N.E.2d 870 (1946). 

54 See, e.g., N.Y. City Reg., Art. 73, CCH State anp Locat TAx Serv. J 134-528; Iowa 
Rule 72, id. J 64-024; Ohio Rule 103, id. { 60-069; N.D. Rule 89, id. { 63-855. In Mich- 
igan multigraphing and mimeographing are taxable sales unless the customer furnishes 
his own paper stock (Rule 52, P-H Strate anp Locar Tax Serv. § 21,401). 

55 See note 29 supra. 

56 An interesting case concerning the classification of a transaction as a sale or service 
arose under the license to use provision of the New York City sales tax. The issue was 
whether the receipts from the operation of coin-operated lockers were taxable. The tax- 
payer contended that it rendered a service, in the same way as the hand baggage room at 
a railroad station, the receipts from which are concededly non-taxable, and that there was 
no transfer of possession of the lockers even for a limited period. The lower courts sus- 
tained the levy [American Locker Co. Inc. v. City of New York, 283 App. Div. 924, 130 
N.Y.S.2d 351 (1st Dep’t 1954)], but the Court of Appeals reversed, sustaining the tax- 
payer’s contention [308 N.Y. 264, 125 N.E.2d 421 (1955) ]. This result is open to question, 
for in substance the license to use provision is designed to tax the bit-by-bit consumption 
of an article through rental to various persons as distinguished from consumption by a 
single purchaser. Since the economic consumption of the lockers is by the renters, the 
transfer of physical possession of the locker, the absence of which was emphasized 
by the Court, would appear to be irrelevant. Moreover, the absence of physical pos- 
session in the renter should not throw the transaction into the service category. The 
service here is self-service so that, unlike the case of the check-room or baggage room 
where definite service is rendered by attendants in receiving and caring for the articles, 
there appears to be less foundation for concluding that the locker owner is engaged 
primarily in furnishing a service. Cf. State v. Jones, 60 Ariz. 412, 137 P.2d 970 (1943), in 
which it was held that the owner of a coin-operated phonograph machine was “selling” 
tangible property. The Court, in a rather unsatisfactory opinion, analogized the case to 
coin-opérated candy machines. 
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The plans and specifications were furnished by the United States with 
respect to all except three engines, and as to those the engines were to be 
developed by the taxpayer.®” In some instances the taxpayer’s job was to 
convert existing engines by the installation of new parts to the extent of 
15 to 25 per cent in value. In all cases title to the engines, materials, and 
work in process was to rest in the Government. The taxpayer purchased 
about $1,325,000 in tangible personal property for use in fulfilling the con- 
tract. It paid no sales or use tax thereon, on the theory that it made the 
purchases for resale as tangible personal property. The Commissioner con- 
tended that the materials and supplies were purchased primarily not for 
resale but for “experimental and research work under contracts primarily 
designed to obtain the technical skill of the plaintiff’s engineering staff.” 
In sustaining the assessment, the Court noted that the price of the experi- 
mental engines far exceeded the prices of engines normally produced ; that 
because of the experimental character of the work, a substantial portion 
of the parts and materials purchased was wasted ; that the plaintiff agreed 
to furnish the Government not only the engines but also blueprints, draw- 
ings, specifications, and test reports; and that the Government acquired 
the right to use any inventions and technical information developed during 
the course of the work. The Court declared : ** 

Viewed in their broadest aspect, the contracts were clearly for the rendition 
of skilled engineering services, and the delivery of items of tangible personal 
property, fabricated into engines, was, at most, only incidental to the services 


rendered. The delivery of such property is not a sale at retail under the act if 
it is merely incidental to a special service performed for the purchaser. . . . 


The Court’s argument has a persuasive appeal, yet it may be questioned 
whether a similar result would have been reached if the contracts had been 
made with taxable persons instead of with the United States. This is not 
the case of an engineering firm creating a set of plans whose work would 
ordinarily be classified as the rendition of services. Instead, tested by the 
community appraisal of transactions and by analogies to other taxable 
transactions in which skilled services result in the production of an article— 
unless we are to apply the service classification to special order cases gen- 
erally—the Court’s holding appears open to question. 


5. Services coupled with a transfer of property 


We turn to another factor which appears to have influenced the taxing 
authorities and the courts and which deserves consideration in classifying 
the transaction as sale or service, namely, whether the product delivered is 

57 United Aircraft Corp. v. O’Connor, 141 Conn. 530, 107 A.2d 398 (1954) ; cf. Ingersoll 


Milling Machine Co. v. Dep’t of Revenue, 405 Ill. 367, 90 N.E.2d 747 (1950). 
58 Td. at 539, 107 A.2d at 402. 
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all the customer receives, or whether, in addition, there are services going 
along with the article. 

The problem may be illustrated by the Dun & Bradstreet case where the 
Court, in holding that the transaction was non-taxable as a rendition of 
services, stressed the fact that the customer obtains not merely a credit-rat- 
ing book but, in addition, telephonic and typewritten reports of credit 
standing.® In contrast, when a subscriber orders a loose-leaf tax service, 
he ordinarily receives no service but only the printed reports. 

Where the court considers the services and the products furnished as 
distinctly separate from the services rendered—e.g., a funeral director or 
undertaker who arranges and manages the funeral and who also provides 
automobiles, flowers, and coffin—the transaction has been regarded as 
involving both services and sales, and if the price of the articles furnished 
is listed separately in the bill, the measure of the tax in many states will 
be limited to the price of the articles. 

The same problem arises in the case of restaurant meals where food is 
provided along with service. The holdings of some courts and the explicit 
statutory provisions treating the furnishing of restaurant meals as tax- 
able sales of food do not coincide with society’s attitude toward the trans- 
action as involving a market-place dealing. Few laymen would think of 
themselves as buying food in a restaurant any more than they think of 
themselves as buying a shine on their shoes or hair tonic on their heads 
from barbers. All are regarded as services, and indeed, the service element 
is to many a large factor in the attractiveness of restaurant eating. Here the 
lawyer’s conception of a “sale’”’ seems heavily to have influenced the result ; 
indeed, the language of one Court in holding the serving of meals a sale 
seems strange and foreign to our customary thinking : 


We are of the opinion that the business of serving food in a restaurant or 
so-called European plan hotel involves every element of a sale which need 


59 See note 49 supra. 

60 Kistner v. Iowa State Board of Assessment and Review, 225 Iowa 404, 280 N.W. 
587 (1938) ; Ahern v. Nudelman, 374 Ill. 237, 29 N.E.2d 268 (1940) ; cf. State Tax Com- 
mission v. Dinnien, 320 Pa. 257, 182 Atl. 542 (1936), which arose under a mercantile 
license tax. The regulations in a number of states permit a mortician or undertaker to 
separate charges for articles supplied and services rendered, but if a lump sum is charged, 
50 per cent is treated as a taxable receipt. Conn. Reg., Art. 10, CCH Strate anp Loca 
Tax Serv. J 60-228; Mich. Rule 51, P-H Strate ano Locat Tax Serv. J 21,400; Nev. 
Rule 7, CCH Strate anv Locat Tax Serv. J 60-107; Okla. Reg., Art. 45, td. § 60-118 
(60 per cent) ; Ohio Rule 98, id. J 60-068 (certain items must, in addition, be separately 
stated and are taxable) ; S.D. Spec. Rule 26, id. { 64-175 (75 per cent). In other states, 
however, if there is lump-sum billing, a tax is payable on the entire charge. See Iowa 
Rule 129, id. J 64-099. 

61 Brevoort Hotel Co. v. Ames, 360 III. 485, 489, 196 N.E. 461, 463 (1935), accord, 
Pappanastos v. State Tax Commission, Ala., 177 So. 158 (1937) ; Blauner’s, Inc. v. Phila- 
delphia, 330 Pa. 342, 198 Atl. 889 (1938) ; Union League Club v. Johnson, 18 Cal.2d 275, 
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here be noticed. ... A transfer of ownership within the meaning of the act is 
the necessary result of such a transaction. . . . When it is served for consump- 
tion, it is a sale at retail, as defined by the act. For all practical purposes, the 
guest becomes the owner of it, and may do with it as he pleases. . . . The pro- 
prietor is deprived of any ownership of or control over the food. The ordering 
and service of meals at restaurants and hotels differ only in degree and method 
from other types of clerical, wrapping or delivery services rendered in the pur- 
chase of a hat or a pair of shoes. . . 


In such cases where the transaction involves both a delivery of property 
and the rendition of services, the comparative importance and value of the 
services and the property appear to be a proper factor to be considered in 
classifying the transaction as a sale or service. This is not to be confused 
with the “predominant ingredient” test, discussed supra, as applied to situ- 
ations in which the results of the services are embodied in the article trans- 
ferred. If a customer buys a television set and obtains a lump-sum price 
which includes delivery and installation charges, the accompanying service 
is a minor feature of the transaction ; it should not prevent the transfer of 
the television set from being taxed. In most states if the delivery and in- 
stallation charges are separately stated there will be no tax thereon.” 

To illustrate the point further, in a case involving a tree and shrub nurs- 
ery which did landscaping, the issue arose as to the taxability of transac- 
tions in which shrubs were used in a landscaping job, an over-all price 
being charged for the job. The Court held that the substance of the trans- 
action was a sale of trees and shrubs, with the transplanting labor an inci- 
dental service. The services were not embodied in the tree and its shrubs, 
as is true in the taking of photographs where the services find their way 
into the final prints delivered to the customer. They were performed as an 
incident to the transfer of the trees and shrubs but, unlike Dun & Brad- 
street, the trees and shrubs were not regarded as a mere incident to the 
over-all service rendered ; and, presumably, if a separate charge had been 
made for the trees and shrubs, the measure of the tax would not have in- 
cluded the charges for the transplanting services. Where, however, the 
service is regarded as the primary factor and the accompanying article 
minor and incidental thereto—as in the case of telephone service with the 


115 P.2d 425 (1941). In some states the furnishing of meals is explicitly taxed, and in 
others there are statutory exemptions for meals. The issue whether hotels and buildings 
“sell” toilet tissue, paper napkins, cups, soap, and similar articles to their patrons and 
tenants has also arisen. A vendor of such articles contended that the hotels and buildings 
purchase the articles for resale, but the Court held that “Hotels and office buildings are 
not in the business of selling paper napkins, tissue, cups, plates, and the like.” Theo B. 
Robertson Products Co. v. Nudelman, 389 Ill. 281, 59 N.E.2d 655 (1945), accord, Hotels 
Statler Co., Inc. v. District of Columbia, 199 F.2d 172 (D.C. Cir. 1952). 

62 See, e.g., N. Y. City Reg., Art. 35, CCH Strate anp Locat Tax Serv. { 130-306. 

63 Swain Nelson & Sons ‘Co. v. Dep’t of Finance, 365 Ill. 401, 6 N.E.2d 632 (1937). 
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telephone instrument and the telephone directory furnished by the company 
as incidents to the transaction or as in Dun & Bradstreet—it appears ap- 
propriate to classify the transaction as a service. 


B. SEPARATION OF SALES AND SERVICES IN THE MANUFACTURE OR PRO- 
DUCTION OF NEw ARTICLES 


Up to this point our attention has been directed to the taxation of various 
types of transactions as sales or their exclusion from the levy as services. 
We now turn to a different type of transaction, in which the customer ad- 
mittedly purchases an article subject to tax, but the transaction is divided 
between the sales and service elements involved. 

To illustrate, a customer goes to his tailor shop, selects a fabric from the 
shelves, and has a suit made to his order. The customer, of course, requires 
the tailor to provide him with (a) fabric, lining, buttons, thread, and other 
materials, and (b) his services in fashioning the articles into a finished 
suit, fitting the suit, and making it ready for use. If the tailor and the 
customer agree on separate prices for the articles used in making the suit 
and the services, a fairly persuasive argument can be made that there were 
two parts to the transaction, a sale and the rendition of services, and in the 
absence of statutory provisions to the contrary that the tax should be 
measured only by the price of the articles used. Indeed, if the customer 
were to go to a fabric house and there select and purchase the fabric and 
lining, there would appear to be no basis (in the absence of special pro- 
visions dealing with the problem) for contending that a “sale”? was made 
by the tailor (except for the minor and incidental use of thread, buttons, 
and other materials). 

Following the logic of this position, the result would be that the man 
who can afford to have a custom-made suit or the woman who can afford 
a specially made Fifth Avenue gown will be subjected to a sales tax only on 
the “goods” portion of his or her clothing, whereas the person of more 
moderate means who buys a suit at Bond’s or a dress at Macy’s will pay 
tax on both the goods and services embodied in the article. Such dis- 
crimination finds no warrant in the nature and basic coverage of the sales 
tax. Nevertheless, the Illinois levy has been construed as drawing this very 
distinction. No tax is imposed on the custom tailor who makes a suit to the 
customer’s order, whereas a sale of a ready-made suit is a taxable trans- 
action." This special order distinction carries through the whole gamut of 
business transactions from curtains and drapes and awnings to storm 
windows and memorial stones and monuments. If there is a special order 





64 TI]. Rule 23, P-H State anp Locat Tax Serv. J 21,389; Strahorn, Inc. v. Nudelman 
(Sup. Ct. Cook Co. 1945), id. J 23,006. 
65 Tl]. Rules 20 and 25, P-H Strate anv Locat Tax Serv. Jf 21,389 and 21,265. 
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which results in the production of an article for the needs of the particular 
customer, the Illinois courts hold that the taxpayer is rendering a “service’’ 
and not engaged in selling goods, whereas if the article is sold out of stock 
or other ready-made sources, there is a sale the proceeds of which are 
taxable. 

The Illinois rule has not been followed generally in other states. To deal 
with the problem, most of the sales tax levies either explicitly include in the 
definition of sale, or provide for the taxation of, fabrication or processing 
services performed on goods or articles furnished by the customer.® 
Hence, whether the customer buys fabric directly from his tailor or from a 
fabric house and the tailor fashions the fabric into a suit of clothes, the 
fabrication services are levied upon, so that a tax is collected on the total 
price paid by the customer for the fabric and the services. And the same 
principle applies to all types of processing of new materials (as distin- 
guished from repairs and renovations) into furniture, upholstery, cabinets, 
drapes, curtains, awnings, and other articles. 


66 The explanation for this departure in Illinois and other unusual results reached under 
the levy in that state may be attributed to a highly restrictive interpretation placed on 
the state constitution by the state court. The Illinois levy, which is designated as “Re- 
tailer’s Occupation Tax,” is “not a sales tax” but “an occupation tax whose legal incidence 
is on the retail seller’ (Rule 1, CCH Strate anp Locat Tax Serv. { 60-206). This 
is reflected in the statute, which imposes a levy “upon persons engaged in the business of 
selling tangible personal property at retail in this State.” The act contains no provision, 
which is standard in most sales tax states, to the effect that the vendor may not pass the 
tax on to the seller and must state the tax separately in the charges. The characterization 
of the Illinois tax as a seller’s occupation tax was dictated by the restraints imposed on the 
legislature by a 1932 decision of the Illinois Supreme Court, which invalidated the state 
income tax [Bachrach v. Nelsen, 349 Ill. 579, 182 N.E. 909 (1932)], and in doing so 
declared that the Illinois Constitution (of 1870 vintage) confines the legislature’s power 
of taxation to “(1) property taxes on a valuation basis; (2) occupation taxes; and (3) 
franchise or privilege taxes.” It was because of this restrictive holding of the Court that 
a retailer’s occupation tax, as distinguished from an excise on sales or use, was adopted in 
Illinois in 1933 in order to assure its constitutionality, and it has been in force ever since. 
The Illinois courts have emphasized the fact that the levy is a tax on persons engaged 
in the business of selling tangible personal property and have looked to the nature of the 
business of the seller and not the nature of a particular transaction in determining taxa- 
bility. See Mahon v. Nudelman, 377 Ill. 331, 36 N.E.2d 550 (1941). 

There are other states, whose sales taxes are levies on the conduct or the privilege 
of engaging in the sale of goods at retail, which have not met the difficulties encoun- 
tered in Illinois. Instead, they are, generally speaking, construed in essentially the same 
manner as the levies of states imposing in form a tax on sales. See Ariz. Cope § 73 
(1939), P-H Srate anp Locat Tax Serv. Jf 22,000 et seg.; Cav. Rev. anp TAx. CopE 
§ 6051, id. | 22,536; S.D. Cone, tit. 57, part VI, as amended, § 57.3201 (1939), CCH Strate 
AND Loca Tax Serv. J 96-801. 

87 See, ¢e.g., CAL. Rev. AnD TAx. Cove § 6006(b), CCH Strate anp Locat Tax Serv. 
{ 60-069; D.C. Pub. L. No. 76, 81st Cong., Ist Sess. § 112(a) (2) (1948), P-—H Strate 
AND Locat Tax Serv. { 22,120; Mp. ANN. Cope, Art. 81, § 320, CCH State anp Loca 
Tax Serv. f[ 60-019; Ouro Rev. Cove § 5739.01(B), id. § 60-326; Tenn. Cope § 1248.51, 
id. J 60-053. 
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And these results are sound. Essentially we regard ourselves as buying 
the finished article, whether the suit or the dress or the living room couch 
is made in the back of the shop by special order or in the factory a thousand 
miles away. In both instances, products and services are involved. The 
difference between them is a matter of the timing of the various steps in 
relation to the customer’s order. And in both cases the significant economic 
event is the delivery of the completed article to the customer. Hence, taxing 
both the services and materials which go into the finished article, whether 
acquired from one or several dealers and whether custom made or “‘store 
boughten,” seems proper. 


C. REPAIRS AND RENOVATION 


When we turn from the acquisition of new articles to the repair of old, 
we face a new and different problem. If one has a fur coat made, although 
the design and other services may be a large factor in the cost, a retail sales 
tax can readily be justified because the taxpayer acquires a new article. But 
where the coat is merely repaired, at first blush it would appear unreason- 
able that the sales tax should apply to such a transaction. Yet, quite ob- 
viously, a repair job does involve a combination of materials and services. 
The services may be the predominant cost factor, as in the painting of an 
automobile, or the materials may be the major factor, as in the removal 
and installation of expensive parts of a machine. To engage in metaphysical 
speculation whether a car with a new fender or with a new paint-job is a 
different article from the old car, or to argue whether the car owner has 
acquired title to the paint as it is applied to his car, appears pointless and 
irrelevant to a proper resolution of the problem. 

The problem has been resolved in a number of ways. Thus, the Iowa 
sales tax regulations adopt the general principle that “persons engaged in 
the business of repairing or altering tangible personal property belonging 
to others are deemed to be rendering a service, the gross receipts from 
which are not subject to the retail sales tax.” ® The repairman is regarded 
as the consumer of the articles used and he pays a tax on their purchase. 

68 Towa Rule 64, CCH State anv Locat Tax Serv. J 60-125. 

68 The Iowa rule is carried out in the regulations by classifying as service industries 
furniture repairers and upholsterers (Rule 66); watch, clock, and jewelry repairmen 
(Rule 67), furriers and fur repairmen (Rule 68) ; tire recapping and retreading (Rule 
79); house and automobile painters (Rules 84 and 85); and others. CCH State anv 
LocaL TAx Serv. fff 64-018, 64-020, 64-032, 64-038. In all these cases no part of the re- 
ceipts is taxable as a sale. In the case of the stringing of tennis-rackets, the regulations 
fix the figure of 50 per cent as the amount allocable to the sale of the strings and hence 
taxable, if there is no separate billing, but where there is separate billing, presumably the 


price allocation will be followed (Rule 74, id. J 64-026). See note 73 infra for the 
treatment of the automobile repairman in Iowa. 
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The Iowa rule was passed on in W. J. Sandberg Co. v. State Board of 
Assessment & Review," a case dealing with sales of leather and shoe find- 
ings to shoe repairmen. A supplier challenged the validity of the rule that 
shoe repairmen “render service” and “consume” these articles, contending 
that the repairman resells leather and hence is not liable for tax on his 
leather purchases. In upholding the Tax Commission’s rule, the Court 
analyzed the definition of a “retail sale” as a sale to a “consumer.” It re- 
jected the view of the Utah Court ™ that the shoe repairer’s customer is the 
consumer and that “a person who places soles, heels and patches on old 
worn shoes does not consume material so used,” and held that the leather 
is consumed by the repairman in making the sale. The Court said,” 

. .. When he [the repairman] cuts a half sole or toe from a bend or strip 
of leather and shapes it to fit an old shoe and then applies wax or cement, 
thread or nails, and fastens it solidly to the old shoe, it amounts to a consump- 
tion by him in making the repair; while it is not totally destroyed, he has 


“consumed and used” this leather ultimately and finally, and he thus becomes 
the end consumer and user... . 


The taxpayer pressed on the Court the case of the automobile repairman 
who under the Iowa regulations (unlike most repairmen in that state) is 
treated as the purchaser of the articles used in making repairs for resale 
if he separately states the price in his bills. The Court distinguished the 
auto mechanic by stating that he has a fixed price for the parts furnished 
by him and in rendering bills he charges separately for services, a system 
of bookkeeping declared to be practically impossible of application in the 
shoe repair business. The leather becomes “an intricate part of the cus- 
tomer’s shoes; the repair adds to the life of his shoes, and he is the ‘con- 
sumer and user’ of the shoes . . . the thing that brings him his business 
is not the brand of soles or heels used, but the character of his workman- 
ship . . . this is different from placing a new timer, new sparkplug, new 
generator, or bumper on an automobile.” ™ 


70 Sandberg Co. v. Iowa State Board of A. and R., 225 Iowa 103, 278 N.W. 643 (1938), 
modified, 225 Iowa 104, 281 N.W. 197 (1938). 

71 Western Leather & Finding Co. v. State Tax Commission, 87 Utah 227, 48 P.2d 526 
(1935). 

72278 N.W. at 645. When the case was heard on rehearing, the Court modified its 
prior decision by holding that taps and rubber heels “having a fixed and definite price and 
handled by many retail stores and requiring but a comparatively small amount of labor in 
attaching them,” are bought by the shoe repairer for resale and hence are non-taxable. 
This resulted in a change in the Iowa rule; the administrative problem of determining 
the amount allocable to taps and rubber heels has been met by the practical, if somewhat 
arbitrary, rule that these items are “sold” to the customer at cost plus a 40 per cent 
markup. Rule 69, CCH State anp Loca Tax Serv. { 64-021. 

78 Towa Rule 88, CCH State anp Loca Tax Serv. ff 64-042. 

74278 N.W. at 646. 
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There is a good deal to be said in favor of the general Iowa rule.” Tra- 
dition regards the repairman as rendering service, not as selling merchan- 
dise. Typically, the repairman, whether a furrier, upholsterer, watchmaker, 
or shoe repairer, furnishes his own materials, so that ordinarily there is 
no discrimination among consumers and no inducement to disturb usual 
trade practices for tax reasons. And administratively the rule has much to 
commend it, since the tax is payable at the level of the repairmen’s pur- 
chases, where records are normally available, and above all, the problem 
of allocation of price between goods and services—one of the most difficult 
administrative problems in this field, which is fraught with serious tax 
avoidance possibilities—is avoided. 

The major criticism of the rule is that the tax is not levied at the ulti- 
mate consumer level. The economic utility of the leather in the shoe is not 
to be found in the repair shop. The leather is ultimately used by the cus- 
tomer who owns the article. In a real sense, therefore, the tax is being 
levied at the wholesale level on an article whose consumption is by the 
owner. And the effect of the imposition of the tax at the wholesale level 
may be the inclusion of the tax in the base price on which markup and 
profit are determined ; the final customer may thus pay a tax on a tax. 

Few states have followed the Iowa rule in its broad sweep.” Instead, the 
tendency has been, at least where there are substantial services involved, 
to limit the levy in repair cases to the price charged for the tangible prop- 
erty used, provided the price therefor is separately stated in the billing to 
the customer.”7 Thus, the California Board of State Equalization has 


75 The Iowa rule is followed in North Dakota (Rules 57 and 63, CCH State anp Loca 
TAx Serv. Jf 60-062 and 63-831) ; auto repairers are treated as making sales and ren- 
dering services and are required to separate charges in bills to customers. See Okla. 
Reg. 34, id. § 60-113. In some states repair services are explicitly covered as taxable 
transactions. LA. Rev. STAt., tit. 47, subd. II, c. 2, § 301(14) (g), CCH State anp Loca. 
Tax Serv. J 60-068; Mp. Ann. Start. § 368(g) (3), id. { 60-056; Miss. Cope § 10111, id. 
{ 60-134 (which enumerates various repair services taxed); TENN. Cope, § 1248.51, id. 
{60-053 ; Wasn. § 82.046, id. J 92-506. 

76 See note 75 supra and note 77 infra. 

77 Colo. Rule 53, CCH Srate anp Locat Tax Serv. § 60-110 (permits separation for 
repairs generally) ; Cal., notes 78-80 infra; Conn. Reg., Art. 3, P-H State anp Loca Tax 
Serv. J 21,504; D.C. Reg., § 1105, id. § 21,504 (taxability follows nature of contract) ; 
Fla. Rule 6, CCH Strate anp Loca TAx Serv. § 65-112 (all repairs may be separated) ; 
Ga. Rule 17, id. { 60-121 (all repairs may be separated) ; Me., note 81 infra; Mp. ANN. 
Cove § 368(g) (3), id. § 60-056; Mich. Rule 67A, P-H Strate anp Locat Tax Serv. 
{ 21,432; Mo. Rules 39 et seq., CCH State anp Locat Tax Serv. Jf] 64-039 to 64-044; 
Nev. Rule 16, id. { 60-116; N.Y. City Reg., Arts. 97, 79-83, P-H State anp Locat Tax 
Serv. [J 77,594, 77,558-77,566 and see note 81 infra; Ohio Rule 73, CCH State Anp Loca 
TAx Serv. {| 60-252 (separation rule applies to all repairs) ; Pa. Reg. Art. 216, id. { 64-015; 
R.I. Reg., id. § 63-813; Utah Reg., Art. 59, id. { 60-112; Wyo. Rules 27, 47 et seq., id. 
11 63-926, 63-939, and 63-944; S.D. Spec. Rules 43 and 43A, id. | 64-260 and 64-265. In 
some states there is a variation of the trade-by-trade determination whether sales or 
services are involved by reference to the substantiality of materials used. Thus, the Ala- 
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adopted the principle that repairmen are “retailers of parts and materials 
furnished in connection with repair work in which the value of the parts 
and materials is substantial in relation to the total charge.” * In such cases 
separation of services and materials in the billing will result in tax only on 
the parts ; otherwise, the entire receipt is taxable. Taxpayers who fall into 
this category are repairers of motor vehicles, airplanes, machinery, re- 
frigeration, radios, furniture, and furs.7® On the other hand, where the 
value of the parts and materials used in a repair job is insignificant in 
relation to the charge for the labor or services performed, the repairman 
is treated as the consumer of the property.*® Repairmen who fall into this 
category of servicemen are repairers of watches, jewelry, clothing, and 
tubes.*? 


bama regulations treat the repairmen as consuming the materials in “all instances where 
the shape or composition of the repair material is materially changed” or altered. On the 
other hand, if the materials “do not lose their identity when used” and constitute a “sub- 
stantial part of the repair job,” they are treated as sold by the retailer. Rule R-27-011, 
id. {| 64-305. See also Cody v. State Tax Commission, 235 Ala. 47, 177 So. 146 (1937). 
The actual results, however, in Alabama trade-by-trade appear to be essentially the same 
as those reached in California and other states adopting the “substantial materials” rule. 

78 Rule 26, P-H State Anp Loca Tax Senrv. § 21,402. 

79 The California rules put the shoe repairer and the tire retreader in the category of 
making sales, as to which property and services may be separated, but the rules fix the 
percentages allocable to property and services (Rules 31 and 33, P—-H State anp Loca 
TAx Serv. J 21,463-65). 

80 Rule 76, P-H State anv Locat Tax Serv. J 21,642. 

81 [bid. The New York City regulations follow a similar pattern. They set forth the 
general principle that where materials are consumed in improving, altering, or repairing 
tangible personal property belor sire to others, taxability depends upon the nature of 
the contract. If a lump-sum contract is used to cover materials and labor, the contractor 
is treated as consuming the materials and not selling them; hence no tax is payable on the 
contractor’s dealings, but the contractor is subject to tax on the purchase of the articles 
from his suppliers (N.Y. City Reg., Art. 96, CCH State anp Locat Tax Serv. J 134-549). 
Where, however, the contract is drawn so as to separate the cost of materials from the 
services, a tax is payable on the transaction between the repairman or remodeler and his 
customer, limited to the articles thus “sold.” Among the “innumerable” repairmen referred 
to as being covered in the regulations are those working on automobiles, ships, boats, fur 
coats, other articles of clothing, watches, and jewelry. Yet, at another point in the regula- 
tions in which various types of repair work are set forth in detail, a different view appears 
to be adopted, namely, that persons repairing watches, clocks, and jewelry “are con- 
sidered to be primarily engaged in the business of rendering services and to be the con- 
sumers of tangible personal property used in rendering such service” (id. Art. 80, 
J 134-535), and there is no indication that if parts are charged for separately, a tax is 
collectible by the watch or jewelry repairman on the articles and not payable on his 
purchases. The same rules are stated for shoe repairers (id. Arts. 82 and 83, J 134-537 
and 134-538). The effect of these regulations appears to be that in the last group of trades 
mentioned, separate billing will not take the transactions out of the service category; 
hence the repairman pays a tax on his purchase of the articles used and is not deemed 
to be making a taxable sale to his customers. These regulations are limited to those fields 
in which the articles used are regarded as inconsequential. And-where the articles are 
likely to constitute substantial items, such as automobile and ship repairs, furniture, 
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Treatment of repair transactions, in which the articles used are inconse- 
quential, solely as the rendition of services (where the services are sepa- 
rated in the billing) has been embodied in the statutory exclusions from 
the levy of some states. Indeed, some of the provisions go further and 
exclude all types of professional and personal services where the materials 
are inconsequential.** Such statutory formulation does not necessarily solve 
the problem; it may merely put into statutory language the “inconsequen- 
tial” rule adopted by some courts but still leave open the application of the 
rule. By what standards do we determine the “inconsequential”? character 
of the goods or services feature of a transaction? If it is the cost factor, 
the solution is comparatively simple. But some courts have been unwilling 
to adopt the materials cost as the test of their inconsequentiality. As one 
Court has said in construing such a provision as applied to a shoe repair- 
man where the materials averaged about 50 per cent of the total price 
charged, “The difficulty in applying this definition is in determining 
whether the sale of the materials used is an inconsequential element of the 
service transaction, or whether the service rendered is a part of the sale.” * 

What these regulations and the statutory provisions noted come down 
to is that except where the articles used are deemed to be inconsequential 
in value or character, the repairman and his customer can by their own 
form of contract and billing determine tax liability. The types of contract 
used need have no business significance ; the parties may apparently adopt 
a particular form of contract solely for tax purposes, which forms will 
govern sales tax liability. This is a strange and wondrous result indeed for 
tax practitioners who grow gray trying to breathe “substance” and “busi- 


upholstery, and the repair or remodeling of garments (id. Arts. 79, 80, and 81, JJ 134-534 
to 134-537), the general regulation, permitting a splitting of the charge between goods 
and services, except for incidental items such as glue, nails, thread, and buttons, which are 
regarded as consumed by the repairman, is followed. 

The Maine sales tax regulations contain no general statement but the statutes have 
been construed trade-by-trade in the light of the particular problems presented. Thus, 
automobile repair work is treated as both sale and service; the repairman is required 
to separate the charge for parts and collect tax thereon (Me. Instr. Bull. No. 1, fd. 
J 64-100). Tire retreaders and recappers may separately state their charges for materials 
sold, but if that is not feasible 50 per cent of the total charge is allocated to the mate- 
rials (Jbid.). Shoe repairmen and watch and jewelry repairers are considered as render- 
ing solely services and consuming the articles they use (id. Nos. 5 and 6, ff] 64-108 and 
64-110). Auto paint shops are treated exclusively as servicemen consuming paint (ibid.). 
Radio repairmen are treated as selling parts and selling services “as it is the general 
practice in the trade to segregate labor and parts on the bill.” If there is such segrega- 
tion the tax is payable only on the parts; if not, on the entire charge (id. No. 10, 
7 64-114). 

82 Conn. Gen. Stat. § 2096, CCH State anv Locat Tax Serv. J 60-224; D.C. Laws 
1949, § 47-2701, id. | 60-089; Ga. Cope § 92-2150.3(c)-2, id. | 60-203; Mp. Ann. Cove 
§ 368(g) (3), id. J 60-056. 

88 Craig-Tourial Leather Co., Inc. v. Reynolds, 87 Ga. App. 360, 364, 73 S.E.2d 749, 
752 (Ga. Cir. App. 1952). 


_— a ae oa om (CO 
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ness purpose” into the forms in which they cast transactions for federal 
income tax purposes. Is it sound policy to invite taxpayers to determine 
their own tax liability by following the form book given them in the regu- 
lations when the substance of the transaction, the prices paid, the nature 
of the work done, the relations of the parties will remain unchanged re- 
gardless of the form adopted ? 

It may be suggested that the object of such regulations is to permit all 
repairmen falling within the “substantial” materials use category to be 
regarded as consumers and hence to pay taxes at the wholesale level on 
the goods they buy (thus producing a lower tax than would be payable at 
the repairman-customer level), but if a repairman insists on casting the 
transaction through separate billing into a two-part transaction consisting 
of a sale and service, a tax will be levied at the retail level. Indeed, that 
is the rule followed in some states, where all repairmen, including watch, 
shoe, and other repairers whose use of materials is regarded as insignifi- 
cant or incidental in other states, are treated as vendors of the articles used, 
provided the price of the articles is separated in their billing from the serv- 


ice charges.** 
This is only part of the story, however. Where the repairman works on 
a job for an exempt purchaser, e.g., the Federal Government or one of 


84 In Colorado, Florida, and Georgia the rule appears to be that in all instances of repair 
or renovation of personal property, the contract and billing govern. See note 77 supra. 
Wyoming has adopted the same principle by rule, except for persons repairing “watches, 
clocks, jewelry and the like,”who are treated as consumers (Wyo. Rules 27 and 47, CCH 
STATE AND Locat Tax Serv. {ff 63-939 and 63-931). Under the Ohio statute the measure 
of the tax does not include the “consideration received for labor and services used in 

. remodeling or repairing the property sold if the consideration for such services is 
separately stated” (Onto Rev. Cone § 5739.01(H), id. 60-326). In Cogen v. Glander, 
156 Ohio St. 263, 102 N.E.2d (1951), a watch and jewelry repairman contested the tax on 
his receipts from repair work. He had not separately charged for labor and materials or 
parts, but he contended that another provision, i.e., the complete statutory exemption 
from tax of “personal service transactions which involve inconsequential elements for 
which no separate charge is made,” was applicable. The Court rejected his contention 
with respect to transactions in which parts or materials were used, for it found no show- 
ing in the record that such items were inconsequential, but it set aside the assessment 
as applied to transactions in which no materials were used. In Rawls, Inc. v. Peck, 
159 Ohio St. 336, 111 N.E.2d 916 (1953), a tire retreader and recapper relied on an- 
other provision in the Ohio statute to contend that no part of the price charged is tax- 
able. He maintained that the renovation of damaged tires constituted “processing for sale” 
which the statute exempts from the levy. The Court sustained the taxpayer, and as a result 
retreading of tires was taken out of the Ohio repair rule (Rule 73, id. | 60-252), requiring 
separation of services and materials. See Rule 144, id. | 60-252a. See, however, the tight- 
rope walking engaged in by the Court to distinguish Wilson v. Glander, 151 Ohio St 
479, 86 N.E.2d 761 (1949), in which the Commissioner was upheld in a similar conten- 
tion affecting a tire recapper. In a recent Ohio case the remodeling of fur garments was 
held taxable in full because it did not constitute remodeling or repairing but the “produc- 
tion of tangible personal property.” Leakas Furriers, Inc., Ohio B.T.A. (July 12, 1954), 
aff'd, Montgomery Co. Ct. App., P-H State anp Loca Tax Serv. {| 23,010 (1955). 
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its instrumentalities—and, in many states, a church or a school or a hos- 
pital—the election given the taxpayer to make himself a vendor of the 
articles may mean that no tax is paid at any step in the economic process. 
If, however, the repairman were treated as a consumer of goods, irrespec- 
tive of the contract and billing, a tax would be paid on his purchase of the 
goods. Moreover, established trade practices tend to fix the level at which, 
under the type of regulation noted, taxes are paid. In some parts of the 
country at least, it is common practice for the auto mechanic separately to 
list parts as distinguished from the prices charged for the services ; hence 
the tax is paid at the marked-up retail level. But it is also common practice 
in some of the same areas for the jewelry repairer and the tailor and fur- 
rier not to separate the items, and consequently the tax is paid at the 
wholesale level. And the practice may vary within trades in the same areas. 
All this means that the trade practices and the methods employed by par- 
ticular tradesmen determine the level at which the tax is fixed, thus cre- 
ating discrimination between parties in essentially the same positions. 
The administrator, however, would very likely throw up his hands in 
horror at the prospect of determining the percentage of the lump-sum 
price to be allocated to materials if the repairman is to be treated in all 
instances as making a taxable sale. Although the authorities in a few 
states have done just that in one or two repair situations,” it is apparent 
that such a method, if widely applied, would present a formidable adminis- 
trative and auditing burden in respect of “innumerable” repairmen and 
should therefore be rejected. The most acceptable solution would appear 
to be to follow the rule of many states in classifying repairmen, whose use 
of materials is inconsequential in relation to the total price charged, as 
service men and to treat in part as vendors and in part as service men re- 
pairmen who utilize substantial materials or parts in making repairs. But 
in order to avoid unfairness as between various consumers and caprice in 
the imposition of the levy, separation of the price charged for sales and 
services should not merely be permitted, it should be required, as is the 
case in some states.*® And the revenue can be safeguarded by fixing stand- 
ards for the portion of the price charged for the articles by reference to 
the normal non-repair sales price for the article used by the repairman or 
in the trade.** Finally, where an allocation can be made without adminis- 


85 Iowa Rule 69 (rubber heels and taps), CCH Stare anp Locat Tax Serv. { 64-021; 
Iowa Rule 74 (tennis racket restringing), id. 64-026; Mich. Rule 68 (shoe repairers), 
P-H State anp Locart Tax Serv. J 21,434; Mo. Rule 44 (tire retreaders), CCH State 
AND LocaL Tax Serv. J 64-039; S.D. Spec. Ruie 43A (shoe repairers), id. § 64-265. 

86 See Wyo. Rule 47, CCH State anp Locat Tax Serv. J 63-939. 

87 Compare the method adopted in California for dealing with a similar problem in build- 
ing construction and repairs. See note 94 infra. 


le 


1956] TAXABLE SALE UNDER SALES AND USE TAX ACTS 295 


trative difficulty by reference to generally accepted standards in the trade, 
the regulations themselves can provide for a fixed allocation.®* 


D. BurLpING CONTRACTORS 


When we move from the repair or renovation of personalty to real 
estate construction, repair, and renovation, a number of new consider- 
ations must be taken into account. Real estate contractors not only argue, 
as in the personalty repair cases, that “they make no sales but render 
services,” ** but, in addition, that “the act of attaching the personal prop- 
erty to real estate deprives the personalty of its character as such so as to 


deprive the transaction of the character of a sale, because . . . title passes 
by accession. . . .” *® Based on such reasoning, some courts have set aside 


sales taxes levied on building contractors and have instead taxed the con- 
tractor on his purchases of materials and supplies. As declared by a Mary- 
land Court in a widely quoted statement : ** 


. we cannot agree with the view that there is a transfer of title to so 
many feet of lumber, kegs of nails, thousands of brick . . . or other items of 


88 See note 85 supra. 

89 R. S. Blome Co. v. Ames, 365 Ill. 456, 6 N.E.2d 841, annulled in Herlihy Mid- 
Continent Co. v. Nudelman, 367 Ill. 600, 12 N.E.2d 638 (1937). The Illinois rules have 
been changed a number of times as a result of the vacillations of the state courts, which 
have held the rules of the Department of Revenue dealing with building contractors in- 
valid and have subsequently overruled their own decisions. See Material Service Corp. v. 
McKibbin, 380 Ill. 226, 43 N.E.2d 939 (1942); Stolze Lumber Co. v. Stratton, 386 III. 
334, 54 N.E.2d 554 (1944); Huston Bros. v. McKibbin, 386 Ill. 479, 54 N.E.2d 564 
(1944) ; Modern Dairy Co., Inc. v. Dep’t of Revenue, 413 Ill. 55, 108 N.E.2d 8 (1952) ; 
Burrows Co. v. Hollingsworth, 415 Ill. 284, 112 N.E.2d 703 (1953) ; Bradley Supply Co. 
v. Ames, note 90 infra. The Illinois statute was amended in 1955 so as to exempt from 
the retailers occupation tax the receipts of buiiding contractors to the extent that the 
materials and fixtures used are incorporated into a structure as an integral part and are 
installed as an incident of construction, but if the articles do not become “real estate” 
(e.g., gas and electric stoves, refrigerators, and washing machines which are connected 
to the building), they are treated as being sold by the contractor and a tax is payable 
thereon to the extent of the value of the property so transferred. See Ill, CCH Strate 
AND LocaL Tax Serv. § 60-109 for the statute and a summary of the curious gyrations 
of Rule 6 issued by the Department of Revenue caused by the shifting decisions of the 
Illinois Supreme Court. 

90 Bradley Supp!y Co. v. Ames, 359 Ill. 162, 194 N.E. 272 (1934). This case dealt with 
the liability of a plumbing and heating supplier for tax on the proceeds of sales to build- 
ing contractors. 

91 State v. Christhilf, 170 Md. 586, 185 Atl. 456, 458 (1936), accord, Duhame v. State 
Tax Commission, 65 Ariz. 268, 179 P.2d 252 (1947) ; Craftsman Painters & Decorators, 
Inc. v. Carpenter, 111 Colo. 1, 137 P.2d 414 (1942); State v. J. Watts Kearny & Sons, 
181 La. 554, 160 So. 77 (1935) ; City of St. Louis v. Smith, 342 Mo. 317, 114 S.W.2d 
1017 (1937); Atlas Supply Co. v. Maxwell, 212 N.C. 624, 194 S.E. 117 (1937). The 
regulations of a number of states, and in some cases the statutes by explicit provision, 
adopt the view that the building contractor is the consumer of the materials and supplies 
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materials entering into a lump sum contract, for a complete job or structure 
which when erected on the customer’s land, is as much real property as the 
land itself and by no sort of definition or reasoning “tangible personal prop- 
erty.” It is the contractor or builder who is the ultimate user or consumer of 
the materials... . 


Other courts, however, have treated the building contractor as a vendor 
of personalty, holding that 


... It makes no difference whether such transfer be by sale or accession. .. . 
It makes no difference that the moment the title to the personal property leaves 
appellants and vests in such owners of real estate, by operation of law it be- 
comes, eo instanti, real instead of personal property. The fact remains that all 
the title the appellants transfer whether by sale or accession, is title to personal 
property.” 


In a number of states the taxability of real estate construction or reno- 
vation depends on the nature of the contract, billing or charging.** Thus, 


which became an integral part of real estate, regardless of the mode of contracting or 
billing. Ala. Rule B27-011, CCH Strate anv Locat Tax Serv. J 60-124; Ark. Strat. 
§ 84-1903, id. {| 60-162; Col. Rule 56, id. { 60-112; Micu. Stat. Ann. § 4(c), Rule 26, 
P-H Strate anv Locar Tax Serv. {ff 22,010 and 21,340; Mo. Rule 18, CCH State anp 
Locat Tax Serv. J 60-069; S.C. Laws 1955, tit. 5, c. 15, id. | 60-062; S.D. Spec. Rule 11, 
id. { 64-100 (see S.D. Spec. Rule 12, id. { 64-105, as to plumbing, electrical and other 
fixtures, and similar items) ; Tenn. Rule 7, id. J 64-005. 

92 Blome Co. v. Ames, note 89 supra, at 842, accord, Mason Lumber Co. v. Lee, 126 
Fla. 371, 171 So. 332 (1936). In Wiseman y. Gillioz, 192 Ark. 950, 96 S.W.2d 459, 
461-462 (1936), the Court held that a builder of a dam and other parts of a water 
system made “retail sales” of tangible personal property, declaring “One would not say 
that the contractor sold the house, but unquestionably he sells the material that goes 
into the house. It makes no difference that we would not say of a builder that he sold 
the house, or sold the lumber, shingles or nails, but that is in fact what he does. .. . If 
there was a transfer of ownership . . . there was a sale to the city upon which the tax 
must be paid... .” 

93 See DeWitt-Jenkins Realty Co. v. Glander, 156 Ohio St. 339, 102 N.E.2d 441 (1951). 
In many states the regulations, and in some states the statutes by explicit provision, have 
adopted the view that the mode of contracting or billing governs the taxability of real 
estate building alteration and repair. Ordinarily, under a lump-sum, cost-plus-materials- 
and-services contract with an upset or guaranteed price, the contractor is treated as the 
consumer of the materials and supplies used, whereas under materials and service contracts, 
with an agreed price for the materials and an additional price for the services, the con- 
tractor is treated as a vendor of the materials and supplies used. Conn. Rule 16, CCH 
STATE AND Locat Tax Serv. { 60-233; D.C. Reg., § 1101, id. § 64-030; Fla. Rule 6, id. 
{ 65-112; lowa Rule 138.6 and .7, id. J 60-079; La. Reg., Art. 2-47, P-H State anp 
LocaL Tax Serv. f 21,548; Md. Rule 53, CCH State anp Locat Tax Serv. § 60-020a; 
New York City Reg., Art. 97, P-H State anv Loca Tax Serv. J 77,594; N.D. Rule 55, 
CCH State anv Locar Tax Serv. {] 60-063; Onto Rev. Cope § 5739.01(B), id. 60-060; 
Pa. Reg., Art. 213, id. J 64-009; R.I., id. J] 63-820 and 63-821; Utah Reg., Art. 58, 
id. { 60-611; Wyo. Rule 33, id. J 63-930. Although the Ohio statute explicitly defines as 
a “sale of ... . tangible personal property” “a construction contract, pursuant to which 
tangible personal property is to be incorporated into a structure” if the consideration 
therefor is separately stated, the problem still arises whether the contractor consumes 
or sells the materials furnished. The levy exempts from “retail sale” transactions in which 
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as is true in many states in the case of repairs to personalty involving sub- 
stantial materials or parts, the contractor is treated as the consumer of the 
lumber, brick, steel, plumbing, heating equipment, and other materials and 
supplies unless he separates the charges for his services and the materials 
and supplies in the contract (or in some cases in the billing). If there is a 
separation, the contractor is treated as making a taxable retail sale of 
such articles to his customer. 

The California State Board of Equalization has adopted an intermediate 
view vis-d-vis the building contractor. The Board’s ruling draws a dis- 
tinction between “materials” used in construction contracts, which are re- 
garded as consumed by the contractor, and “fixtures” so used, which are 
regarded as being resold by the contractor to his customer.** “Materials” 
are defined as meaning “tangible personal property which when combined 
with other tangible personal property loses its identity to become an inte- 
gral and inseparable part of the completed structure” and include items 
such as bricks, lumber, steel, sand, glass, piping, and roofing. “Fixtures” 
are defined as meaning “things which are accessory to a building and which 
do not lose their identity as accessories when placed or installed.” *° While 
contractors are taxed as vendors of “fixtures” which they furnish and in- 
stall, they are regarded as consumers of “materials” used, regardless of the 
form of the contract with the owner. In the latter case the tax does not, 
however, apply to the cost of installation but only to the cost of the fixture 
itsel f.°° 


the consumer intends to “incorporate the thing transferred . . . into tangible personal 
property to be produced for sale by manufacturing, assembling, processing.” (OH10 GEN. 
Cove § 5546-1). In a recent case a manufacturer of ornamental iron works purchased 
raw materials for manufacture into fences which it installed on real estate, and a tax 
was levied on its purchases [Ornamental Iron Works v. Peck, 160 Ohio St. 399, 116 
N.E.2d 577 (1953) ]. In upholding the tax, the Court held that the transaction between 
the taxpayer and the real property owner was not a “sale” because there was a lump-sum 
contract, not a separation of charges for sales and services, and consequently, the iron 
was not purchased by the taxpayer for manufacture and “sale” under the processing 
exemption. 

94 Cal. Rul. 11, CCH Strate anp Loca Tax Serv. { 60-112. 

95 In the case of lump-sum contracts, the retail selling price of the fixtures is regarded 
as the cost price of the fixtures to the contractor. If the contractor is the manufacturer of 
the fixtures, the retail selling price is deemed to be the prevailing price of the fixtures 
(note 94 supra). It is interesting to note that by reason of this rule in lump-sum con- 
tracts no part of the contractor’s markup, installation, other costs, or profit is included 
in the measure of the sales tax in order that the amount of tax paid shall approximate 
the tax which would have been payable had the contractor been treated as the consumer 
of the fixtures taxable on his purchases. 

96 This rule was challenged in a case in which General Electric Company built and 
installed a turbine generator for a California power company [General Electric Co. v. 
State Board of Equalization, 111 Cal.2d 180, 244 P.2d 427, 431 (1952)]. The tax was 
assessed on the full contract price of the “fixtures” less the cost of installation. General 
Electric contended that a tax was payable only on the cost of the materials used in manu- 
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Thus, the states run the gamut from holding that the builder is the con- 
sumer of building materials and supplies to holding that the builder sells 
to the property owner the materials and supplies used. Between these poles 
is the rule of a number of states permitting the parties to separate sales 
from services by contract or billing, and the California rule which draws 
its own line between materials and fixtures.* 

In evaluating these rules, it appears wise at the outset to discount the 
importance attached to the niceties of real property law in determining 
whether there is an accession to realty or a passage of title to personalty, 
for they have little bearing on a determination of the economic level at 
which the tax should be imposed—the building supplier-contractor, or the 
contractor-landowner level.” 

There is a good deal in the origin of retail sales taxes to justify exclusion 
from levy of transactions between a builder and a landowner. The surge 
of sales tax levies among the states and local governments grew out of 
the pressing need for new sources of revenues. The real property tax, 
which had been a major source of funds to meet the costs of state and 
local governments, proved inadequate. As both the costs and extent of 


facturing the generator, on the theory that it was the consumer ‘of these materials in erect- 
ing the generator (the generator was dismantled before shipment to California and re- 
assembled at the plant site by General Electric), and made the usual contention in such 
cases that because the generator became affixed to the land before title vested in the 
utility company, it made no sale of personal property. Interestingly enough, the Court met 
the latter argument by declaring that the issue was not the value of the property the utility 
acquired but the nature of the property that General Electric sold, and because the seller 
never held title to the land on which the generator was installed, it must have sold per- 
sonalty. In rejecting the taxpayer’s attack on the distinction made by the Board between 
“materials” and “fixture” on the ground that the contractor in both cases is engaged in 
rendering services, the Court said, “Considered as an original proposition, the classifica- 
tion between the construction of those structures where the individual materials lose their 
identity in the completed structure, and the construction of fixtures that, although attached 
to the realty, do not lose their identity upon annexation, treating the first as a sale of 
services and the second as a sale of property is reasonable and fair.” (111 Cal. App.2d 
187-188.) 

97 Nevada has adopted the California rule under its recently enacted statute. Rule 45, 
CCH Strate anv Locat Tax Serv. { 60-126. 

98 A Missouri case illustrates the difficulties encountered when a court uncritically 
applies property conceptions to the resolution of a sales tax issue [State ex rel. Otis Ele- 
vator Co. v. Smith, 357 Mo. 1055, 212 S.W.2d 580 (1948)]. The question presented was 
whether a taxpayer constructing and installing elevators was selling tangible personal 
property at retail and hence required to collect a sales tax. The contract provided that 
title to the elevators and other apparatus remained in the taxpayer until final payment 
was made and it authorized their removal for non-payment to the extent that they “can be 
removed without material damage to the freehold.” In the light of these provisions, the 
Court concluded that there is not an “inseparable commingling of labor and material that 
produced the finished project,” but a taxable sale of tangible personal property. The pro- 
visions in the contract relied on by the Court were obviously inserted for security reasons. 
It is difficult to perceive the bearing of these provisions on the determination whether the 
contractor is to be treated for retail sales tax purposes as a vendor or a consumer. 
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governmental services increased, real estate taxes were raised to a point 
where property owners cried out that they were being overburdened and 
discriminated against. New forms of levies were sought and the sales tax 
became one of the principal new sources of funds. Sales of real estate were 
quite naturally, in view of this origin of the new taxes, excluded from the 
coverage. Consequently, it may be argued with considerable force that the 
building, repair, and renovation of real estate do not fall within the taxing 
objectives of the statutes. It should be observed, of course, that the effect 
of ruling that the building contractor consumes the product is ordinarily 
to shift the levy to the transaction between the builder and the supplier, 
which will reduce the over-all tax burden on the property owner, because 
the builder’s services and his markup on the supplies will be eliminated 
from the tax base. The consequence, however, of such a result is likely to 
be that because of the contractor’s markup the landowner will pay the 
contractor on account of the tax the amount of the tax paid by the con- 
tractor plus a markup. 

There is another factor in the background which appears to have in- 
fluenced a good many states’ taxing administrators, and in some cases the 
legislatures, to reject the view that the building contractor is engaged in 
making sales of personalty and instead to treat him as the consumer, 
namely, the substantial amount of building done for the United States and 
its instrumentalities, which are immune from state and local sales taxes,” 
and for charitable, religious, and other organizations, which ate exempt 
from many of the levies. By treating the builder as the consumer, a tax 
may be collected at one stage in the economic process, but if the builder is 
a vendor to an immune or exempt taxpayer, no tax is payable at any stage. 

Thus, the Colorado regulations provide that all contractors who pur- 
chase tangible personal property to be built into a building or structure are 
“purchasers at retail and hence liable for the payment of the retail sales 
tax to the vendors of such property.” 1° And the same article in the regu- 
lations appears to punctuate the motivation for this rule by declaring that 
“no immunity attaches to a contractor’s purchases of tangible goods merely 
because the goods will be ‘built in’ by the contractors to structures which 
are to be used by or become the property of the Federal government, a 
state government, a municipality, or any other institution or organization 
which is itself tax exempt.’”’?°* Alabama, by explicit statutory provision, 
taxes sales of building materials to contractors, and the regulations con- 
tain a sweeping definition of building materials which include not only 


98 The problem of the immunity of the Federal Government and its instrumentalities 
and the impact of that immunity on the sales and use tax problem under discussion are, 
of course, beyond the scope of this paper. 

100 Col. Reg., Art. 56, CCH State anp Locat Tax Serv. {J 60-112. 

101 [bid., 
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lumber, steel, brick, and nails, but also plumbing, heating, and electrical 
fixtures and supplies, built-in cabinets and “all other tangible personal 
property which becomes a part of the real property.” *°? And the California 
rule for taxing contractors on the sale of materials is made applicable to 
sales to contractors for the United States.?°* On the other hand, some states 
which have adopted the rule that the building contractor is a consumer 
have carefully screened the immune or exempt purchaser from indirect 
levy by excluding from tax materials and supplies purchased by contractors 
to fulfill contracts with immune or exempt persons.’ 

The importance to sales tax revenue of the purchase and use of materials 
and supplies for large-scale building for immune and exempt purchasers 
may explain—although it may not justify—the inconsistency in the treat- 
ment in some states of the repair of personalty involving substantial ma- 
terials and real estate building and repair. Thus, in Colorado in repairs 
to personalty generally, and in Missouri in the case of automobile repairs, 
the repairman is treated as a vendor of the materials and parts used, pro- 
vided he separates the charges for services and property furnished, but no 
such separation is permitted in the case of real estate construction or re- 
pair.*” Such rules defy both logic and the nature and purposes of the sales 
and use tax levies. Although the California rule which draws an adminis- 
trative line between materials and fixtures applicable to all contractors, 
without reference to the form of the contract or the method of billing, 
appears to be the most satisfactory resolution of the issues presented, one 
may consistently, and with persuasive argument to support the results, 
adopt the rules of some states that the real estate contractor and the per- 
sonal property repairman alike are consumers’ or, where the charges 
are separated, that they are vendors of the property furnished.?” Likewise, 
for administrative reasons and in view of the comparatively small amount 
of materials used, one can justify treating the personalty repairman as a 
consumer while permitting the real property contractor to separate serv- 
ices from the property furnished and to treat him as a vendor of the 
property.’** But to treat the real estate contractor as a consumer and the 


102 Ara. Cove § 752(2), Rule B27-011, CCH Strate anp Locat Tax Serv. {J 60-125 
and 60-124; see Lone Star Cement Corp. v. State Tax Commission, 234 Ala. 465, 175 So. 
399 (1937). See also Wash. Rule 170, id. J 68-570. 

103 Cart, Rev. & Tax. Cove § 6384, CCH State anp Locat TAx Serv. J 60-160. 

104 Conn. Rule 16, CCH Strate anp Locat Tax Serv. § 60-233; D.C. Reg., § 1101, 
id. J 60-030. 

105 See notes 77 and 91 supra. 

106 See Tenn. Rules cited in notes 75 and 91 supra. 

107 See Conn., Fla., and Md. Rules cited in notes 77 and 93 supra. 
108 See Iowa and N.D. Rules cited in notes 75 and 93 supra. 
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personal property repairman as a vendor of the materials and supplies used 
finds no warrant in the levies. 


CONCLUSION 


Taxation, the courts have often reminded us, is an intensely practical 
field. And sales and use taxes must be administered by practical men deal- 
ing, as they are, with a great variety of businesses which encompass a large 
segment of our economic life. Yet, as this study shows, what is most 
needed, and often found missing, to give content, case by case and busi- 
ness by business, to the statutory language used is a fundamental approach 
that springs from the design, pattern, and purposes of the statute, a basic 
attitude which is responsive to the postulates on which the levies are 
framed. Otherwise the administration of the taxes is likely to produce dis- 
tortion and unwarranted discriminations. In short, what is called for in 
this preeminently practical field is a philosophy, a jurisprudence, which 
springs from and is sensitive to the character and scope of the levies. 











Motion Picture Co-Production Deals and 
Theatrical Business Organization 


Second Installment* 
JOSEPH TAUBMAN 


II. THEATRICAL BUSINESS ORGANIZATION 


BROADWAY—SPECULATION PAR EXCELLENCE 


: classic form of business organization for theatrical production is 
the limited partnership because it enables an “angel” to combine an antici- 
pated tax loss with limited liability.°* Traditionally, the production of a 
Broadway play has been the speculation par excellence. The percentage of 
plays being produced at a profit is small. However, the successful ones can 
and do bring handsome returns to their owner. 

Small wonder, then, that amortization of a Broadway play is even more 
rapid than of a motion picture. Casey writes : 


Broadway plays are usually given a life of one year, but I understand that 
“Life With Father” got an agreement which permitted the use of hindsight to 
charge-off of capital costs over a five year stretch. 


THE PATRON OF THE ARTS AND THE Lost DEDUCTION 


While the standard form of organization for production of a motion 
picture is a corporation, “The business enterprise which produces a Broad- 
way show rarely, if ever, assumes the corporate form.” ** Not only that, 


* [The First Installment of this article appeared in our January, 1956 issue at 11 Tax L. 
Rev. 113 (1956)—Ed.] 

%6 Moss, Angels Must Pay Taxes or the Status of Theatres and Shows Under the Inter- 
nal Revenue Code, 13 MonTANA L. Rev. 28 (1952), makes the point that the limited part- 
nership is used to avoid double taxation of the corporation. He does not make the point at 
all that immediate deductibility of loss as a limited partner is a factor. This appears to be 
the only tax article on the subject. 

®7 Casey, Sale of Patents, Copyrights and Royalty Interests in PRoceeDINGS oF NEw 
York UNIversIty SEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 383, 393 (1949). 

88 Moss, note 96 supra. However, the writer is aware of an ordinary partnership which 
produced two films in New York. The partnership creates many problems administratively 
in motion pictures and is not usual. However, the writer is aware of formation of a limited 
partnership formed by theatre people to produce a feature film. While providing limited 

303 
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any unincorporated form used, other than the limited partnership, or per- 
haps the ordinary partnership, may well come to grief or litigation. 

In this respect it is ironic that taxwise the theatre is not designed for 
“angels” in the sense of a patron of a production regardless of the out- 
come. Lucia Chase Ewing was a wealthy and prominent supporter of the 
ballet. She advanced sums to the Ballet Theatre directly and through a cor- 
poration. She herself was a professional dancer and not engaged in busi- 
ness. Her project sustained losses and she attempted to deduct same either 
as a worthless debt or as a distributive share of a joint venture loss. No 
debt was created since there was no obligation to repay on a contingency 
that did not arise. The Tax Court ** found no joint venture since there was 
no sharing of losses, no personal liability in excess of contributions, no 
mention of same in the agreements, no partnership returns, no control in 
the taxpayer, no books or entries of the joint venture, and subordination 
of taxpayer’s profits, if any, upon return of her advances. Moreover, her 
motive was found not to be primarily one of profit. On appeal, Judge 
Augustus Hand stressed the crucial position of the taxpayer in relation to 
the commercial venture, stating,’ 


. . . Regardless of the artistic appreciation one may have for the ballet or 
other arts, Congress has not seen fit to permit deductions for contributions 
made to support them, unless it is clear that the taxpayer had a business pur- 
pose in mind. 


THE Hazarps OF Loose ForMs . 


Taxwise, then, it is safer to be a patron of the arts as a limited partner, 
since by reason of the form alone artistic appreciation may provide some 
consolation by way of deduction of the lost investment. Sometimes, the 
desire to do good in the theatre piles woe upon woe. In Nowell v. Os- 
wald,! Mr. Oswald advanced $2,000 to Mrs. Small for a theatrical pro- 
duction. He was to be repaid out of the gross proceeds. Under a second 
agreement, Castle was to direct and manage the show for 15 per cent of 
the profits. Mrs. Small was to receive ten per cent and Mr. Oswald 50 per 
cent, the balance going to others. As is not uncommon, the show folded 
and an unpaid actor sued Mr. Oswald on the theory of joint venture. Mr. 


liability for the main investors, it is undesirable for the general partners, since motion 
picture ventures which prove unsuccessful have, in the writer’s experience, somehow ex- 
ploded in a wreckage of litigation. This can be costly in terms of unlimited liability for an 
ordinary or general partner. 

99 Lucia Chase Ewing, 20 T.C. 216 (1953), aff'd, 213 F.2d 438 (2d Cir. 1954). On appeal, 
there was no discussion of the joint venture. 

100 213 F.2d at 440. 

101 Nowell v. Oswald, 96 Cal. App. 536, 274 Pac. 423 (1929). 
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Oswald was unavailing in his contention that he was a creditor, the Court 


finding Castle to be an agent for Oswald : '” 


... Appellant had power under the arrangement through his agent to make 
contracts, incur liability and manage the whole business. He enjoyed for a brief 
season the pleasures and distinction of being the angel of the show... . 


Joining Mr. Oswald in uncertainty are those who rely on some loose 
form of percentage participation agreement which does not have the par- 
ticularity of articles of partnership or limited partnership. Even Mr. Shu- 
bert found that out. The West End Theater Syndicate, Limited, an Eng- 
lish producer, licensed Mr. Shubert to produce a play in the United States 
and Canada in consideration of one-third of the net profits. There were 
losses in the 1914~1915 season and profits in 1915-1916 from that pro- 
duction. Defendant Shubert wanted to offset profits against losses in arriv- 
ing at plaintiff's share. The Court construed the contract as not one of 
partnership, finding that losses were not to be borne by the licensor and 
that accounts were to be settled at the end of each season with respect to 
that season.?” 

Conversely, where plaintiff put up $1,200 in exchange for a half interest 
in defendant’s play, defendant to furnish scenery and costumes, the Court 


granted plaintiff an accounting as a partner, stating,’ 


It is not necessary, to constitute a valid partnership, that the parties should 
describe themselves as partners, or that they should agree to share the losses. 


There is no provision that either party should render special service for which 
the profits to be paid can be said to be compensation. 


Wuy Junior Miss? 
One wonders indeed why producer Max Gordon adopted the letter form 


of raising funds from “angels” for Junior Miss instead of using the stand- 
ard form of limited partnership. Many provisions of the letter corre- 


102 Jd. at 539. 

108 West End Theater Syndicate, Limited v. Shubert, 180 App. Div. 310 (1st Dep’t 
1917), 167 N.Y.Supp. 250. 

104 Fay v. Waldron, 3 N.Y.Supp. 894, (Sup. Ct., Sp.T., N.Y. Co. 1889). 

105 Junior Miss, 14 T.C. 1, 3-4 (1950) : 

“T have acquired the dramatic rights to a play entitled ‘Junior Miss’ by Jerome Cho- 
dorov and Joseph Fields. 

“You have acquired an interest of — per cent in and to all the rights acquired by me 
in and to said play, upon the following terms: 

“I estimate the approximate cost of production to be the sum of Fifteen Thousand 
($15,000) Dollars. You have paid me ————— Dollars. ; 

“Should the cost of production, including losses during try-out period, exceed the 
budget estimated by me, you agree, upon demand, to pay over to me any such additional 
cost to the extent of — per cent of the total thereof. 

“In the event that no profit shall be realized from the operation of said play, it is 
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spond to those used in a theatrical agreement of limited partnership, such 
as liability for overcall to meet cost of production, provision for a reserve 
or sinking fund, and for payment to producer for management and office 
expense of a fixed weekly sum during production. Furthermore, Gordon 
filed Form 1065, a partnership information return, upon which he desig- 
nated this agreement as a joint venture. Since a joint venture is classified 
as a partnership for tax purposes, the same or similar tax consequences 
would follow as from use of a limited partnership.*° 

It is submitted that the letter form of agreement was used by Gordon to 
obtain a simple method of financing without the filing, publication, and 
other disadvantages and expense of the limited partnership. At the same 
time, the advantages of use of a loose form of joint venture were felt de- 
sirable even though it meant courting, as it did, an attack by the Com- 
missioner that it was an association taxable as a corporation.’ Moreover, 
it meant possible loss by the “angels” without limitation of liability, since 
this great advantage of the limited partnership was not provided for. 

Filing and publication are required under the Uniform Limited Part- 
nership Act as in force in New York.’®’ These features were derived from 
the French société en commandite, the equivalent of the limited partner- 
ship from which our own law was adapted. When the Ordinance of 1673 


understood and agreed that I shall not be required to repay the aforesaid loan nor shall any 
obligation be imposed upon me to make any such repayment. 

“Out of the first profits realized there shall be set aside the sum of Ten Thousand 
($10,000) Dollars as a Sinking Fund. : 

“Then there shall be repaid to all investors the total investment made for production 
and other expenses. ’ 

“Thereafter you shall receive — per cent of all profits. 

“Statements will be forwarded to you monthly. : ‘ 

“The entire management shall be with the undersigned, who shall receive for office 
and management expenses, the sum of One Hundred Fifty ($150) Dollars per week, com- 
mencing with the first week said play is presented in first class theatres. If more than one 
company is employed, a like sum of One Hundred Fifty ($150) Dollars shall be chargeable 
to each company presenting the aforesaid play under the undersigned’s management. 

“Your signature under the word ‘Accepted’ will signify your acceptance of the above 
as the full agreement between us. 

Very truly yours, 
(Signed) MAX GORDON.” 

106 T.R.C. § 7701(a) (2). “The term ‘partnership’ includes a syndicate, group, pool, joint 
venture, or other unincorporated organization, through or by means of which any business, 
financial operation, or venture is carried on, and which is not, within the meaning of this 
title, a trust or estate or a corporation.” This language is identical with section 3797 (a) (2) 
of the 1939 Code. The same language is used to define partnership in section 761(a) of 
the present Code. Section 761 sets forth definitions for purposes of Subchapter K, which 
contains the rules governing partners and partnerships. 

107 Section 7701(a) (3), corresponding to section 3797(a) (3) of the 1939 Code, reads: 
“The term ‘corporation’ includes associations, joint-stock companies, and insurance com- 
panies.” 

108 ROHRLICH, ORGANIZING CoRPORATE AND OTHER BUSINESS ENTERPRISES 90-96 (rev. 
ed. 1953). A familiar sight in the New York Law Journal is the certificate of limited 
partnership, which may be considered a who’s who of Broadway “angels.” See Certificate 
of Limited Partnership, Form 1.68, in 1 RABKIN AND JoHNSON, CuRRENT LEGAL Forms 


Wirt Tax Ana ysis 167 (1955). 


we 8 Gee ¢ 
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of France required publicity of limited partners, the nobles and clergy and 
others who were in the main the commanditaires or limited partners wished 
to continue to remain undisclosed. Hence, this phase of the Ordinance was 
virtually ignored. It is not too much to suggest that some “angels” here 
share this antipathy to public disclosure of their investment, and not with- 
out cause. The filing requirements of the ordinary partnership and of the 
corporation ordinarily do not show the precise investment of the owners. 
“Angels,” on the other hand, find their investment accorded notoriety. 

Another reason may be the legal expense involved for preparation, exe- 
cution, and administration of the limited partnership agreement. One firm 
in New York uses a fifteen-page printed document, plus three or more 
pages of exhibits. Another uses a thirteen-page mimeographed form.” 
The documents alone require employment of counsel by the managing gen- 
eral partners. In effect, each “angel” must consult counsel to be advised 
properly before investing, unless it is a repeat investment with the same 
producer using the same form. In addition, administration of a limited 
partnership of perhaps twenty to a hundred limited partners amounts to 
administering a business organization. 

Whatever the reason, Junior Miss was financed in a way that instigated 
a contest with the Treasury. The Commissioner determined a deficiency 
for failure to pay corporate tax as an association and also assessed a pen- 
alty for failure to file corporate return. The Tax Court held that it was 
not an association. Although managerial control was vested in Max Gor- 
don, he could not transfer all his interest without terminating the venture. 
3y his contract with the authors, his interest in the production rights was 
non-transferable and non-assignable. The Court pointed out correctly that 
the associates were to receive only an interest in the profits, not an interest 
in the assets. 

Actually, the nature of the legal relationship was not squarely deter- 
mined by the Court, although it indicated that the facts showed the venture 
lacked the essential characteristics of a partnership. The agreement uses 
both “loans” and “investment” to describe the nature of the sums agreed 
to be provided Gordon. The one describes a debtor-creditor relationship ; 
the other may be a form of equity ownership. Since the obligation was to 
be returned only out of profits and constituted a prior charge upon sharing 
of net profits, it would appear to be a joint venture rather than a loan 
agreement. 


THE COMMISSIONER ACQUIESCES 


If this be the case, it is fortunate that Junior Miss was successful and 
that the Commissioner acquiesced the way he did. For if the show had 


109 The writer has been provided with the forms used by both. 
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folded, the “angels” might have become poor Mr. Oswalds and faced suits 
from creditors of the producer as his co-adventurers. For some reason, 
too, the Treasury preferred the limited partnership to this loose form of 


agreement. Moss writes,’’° 


The Commissioner acquiesced in the decision, but did not do so until after 
the Broadway producers agreed to operate all future productions as limited 
partnerships under New York law. 


The Regulations classify a limited partnership as a partnership or asso- 
ciation depending upon the presence or absence of essential characteristics 
of an association, stating : 7" 

If the organization is not interrupted by the death of a general partner or by 
a change in the ownership of his participating interest, and if the management 
of its affairs is centralized in one or more persons acting in a representative 
capacity, it is taxable as a corporation. For want of these essential character- 
istics, a limited partnership is to be considered as an ordinary partnership not- 
withstanding other characteristics conferred upon it by local law. 


Not only had a limited partnership formed under New York law been 
held taxable as a partnership prior to the Junior Miss decision,” but *** 

In an informal ruling of July 23, 1948, not officially published, the Internal 
Revenue Bureau ruled that a limited partnership formed under the New York 
Partnership Law pursuant to the standard form of limited partnership agree- 
ment sponsored by the League of New York Theatres for the production of a 
play, is taxable as a partnership and not as a corporation. . . . 


In effect, the Commissioner’s acquiescence, like a left-handed compli- 
ment, was intended to take away what it gave. An acquiescence amounts 
to a public assertion that the Treasury will not appeal the particular deci- 
sion and will adhere to it. Conversely, a non-acquiescence amounts to tak- 
ing a position publicly that the Commissioner will not consider the result 
binding in similar issues, whether or not an appeal is taken in the instant 
decision. The Treasury’s agreement amounted essentially to a statement 
of policy, namely, that it would be happy to see the limited partnership used 
by producers for theatrical productions rather than some loose form of 
joint venture. 

It is submitted that the Treasury by doing so astutely solved a potentially 
troublesome problem. By this tactic it rendered the use of a joint venture 
moot with respect to the leading Broadway producers,’ and put to rest a 


110 Moss, supra note 96, at 31. 

111 Reg. 118, Sec. 39.3797-5. 

112 Glensder Textile Co., 46 B.T.A. 176 (1942). 

113 ROHRLICH, op. cit. supra note 108, at 95-96. 

114 Tn an interview with James F. Reilly, executive director of the League of New York 
Theatres, he pointed out to the writer that although the Shubert interests had divorced 
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form that might upset a known form of theatrical business organization. 
As a matter of policy, the Treasury is bound to tax associations as corpora- 
tions. When it was defeated in the Tax Court and stood to lose all the way 
up on appeal, it graciously disengaged itself. One suspects, too, that the 
Treasury may have felt, as a matter of administrative largesse, that the 
limited partnership, having been given a bill of health, should be used by 
the trade and not abandoned. Truly, the theatre would be in a plight if its 
“angels” could not get the benefit of a tax loss if the show were a flop. If 
the limited partnership were held to be an association, the theatre would 
be compelled to go to Congress for legislation excepting it from corporate 
classification. 


THE INCIPIENT JOINT VENTURE 


At any rate, the joint venture cannot be completely exorcised from the 
theatre. Co-producers generally form an ordinary partnership into which 
they put their assets prior to formation of the limited partnership. But 
usually they are co-promoters as well. It is suggested that quite often they 
work together as co-adventurers prior to actual formation of their ordi- 
nary partnership. A and B gather material for a show. They work to- 
gether. Sometimes they collaborate in writing or arranging materials. They 
may acquire property or rights to property. They may be considered co- 
owners with sufficient business activity to convert their relationship into a 
co-adventure. From their actions there may be an implied agreement to 
share profits and losses equally. Generally, it is understood between them 
that each bears the expense he incurs without contribution from the other. 

Most of the time, such a relationship will have few tax or other conse- 
quences, since the investment at that time by each associate will be small. 
In addition, the associates in due course transfer their properties to an 
ordinary partnership or possibly some other form of business organization. 
Most of the time the ventures may not get off the ground and the deal may 
fall through. 

But consider a situation where A uses this material and without the 
knowledge of B, converts it to theatrical or other use. If B can prove a 
joint venture to the satisfaction of the court, A then becomes constructive 
trustee of B’s interest. Suppose B becomes entitled to a half interest or 
settles and compromises his claim for a fixed sum. Assuming the property 
had a zero basis to B, since there is no sale or exchange of property, the 
proceeds would constitute ordinary income to him. When? Ordinarily, 
joint venturers, like partners, are liable for their distributive share in the 
themselves from the League after the death of Lee Shubert and therefore decreased the 


number of theatres represented by the League, nevertheless, it continues to represent vir- 
tually all Broadway producers. 
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year of receipt by their associate, whether distributed or not and whether 
or not they are in dispute over their respective shares. In such instances the 
taxpayer must pick up his distributive share in the year his associate actu- 
ally receives his share. In this situation, however, the very legal relation- 
ship is in bona fide dispute. The year of settlement and actual receipt by the 
wronged party should be the proper accounting period for declaration of 
the sum received as income. The taxpayer had nothing previously except 
a mere claim, of which he was not even cognizant until discovery of the 
breach of faith. 


THE STANDARD LIMITED PARTNERSHIP 


The standard theatrical limited partnership passes muster as a partner- 
ship and not an association because it specifically provides that the part- 
nership shall come to an end upon the death or insanity of any general 
partner. Moreover, no partner’s interest may be assigned. Thus delectus 
personarum or the personal characteristics of voluntary choice of a part- 
ner are preserved. One form used on Broadway even provides that man- 
agement of the partnership shall not be centralized in one or more persons 
acting in a representative capacity. This language merely reiterates the 
provisions of the Regulations as aforesaid. Perhaps it may have some 
value among the partners by compelling the general partners to make a 
real and not a nominal contribution to the firm as general partners. For if 
they have no real proprietary interest as general partners and their actual 
interest is in their holdings as limited partners, then they may have con- 
verted the limited partnership into an association. As managers of the 
company they would then be acting in a representative capacity. Moreover, 
the entire ownership would be in the form of limitation of liability. At 
that point, it begins to resemble a partnership association. 

At any rate, the partnership provisions of the 1954 Code ** create some 
interesting opportunities and problems. Section 707, for example, adopts 
an entity approach with respect to transactions between a partner and the 
partnership. With certain exceptions, a partner may deal with his partner- 
ship in arm’s length transactions as though he were dealing with third 
parties.""° Thus, if the general partners made a fixed charge for office 
expense, as is often done, they can now do so and the limited partnership 
may take a deduction for same, provided the expense is reasonable. Like- 
wise, payments to the general partners for services, made without regard 
to the income of the partnership, are considered as expense and included 
in the gross income of the general partners.” 


115 


115 T.R.C. § 701 through § 771, Subchapter K. 

116 T.R.C. § 707. 

117 Section 707(c) provides an entity approach to fixed salary or guaranteed payments 
to a partner where made without regard to the income of the partnership. 
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THE Roap ComPAny “Spin-OFF” 


Termination may be a problem under the Code. Ordinarily, theatrical 
partnerships are kept alive for a long period of time.’** One form in use on 
Broadway provides in effect for a “spin-off” of a road company. The gen- 
erai partners may desire to use partnership funds or invest same. The 
agreement provides for a call on the limited partners. If some refuse, the 
general partners may call upon others to become additional limited part- 
ners for this purpose. This would not appear to be a termination under 
section 708(b)(B), since it would not ordinarily constitute a sale or ex- 
change of a 50 per cent or more total interest in partnership capital and 
profits.1?® Moreover, it would not appear to be a division of a partnership 
within the meaning of section 708 (2) (B).?”° 

This is not actually a division of a partnership into two or more partner- 
ships. It seems to be a right given the general partners to “spin-off” a road 
corpany, that is, if the limited partners assent, the road show becomes an- 
other business activity of the existing partnership. If they do not wish to 
join this venture, the general partners, in effect, are given the right to 
create a new limited partnership or, indeed, a new partnership, consisting 
primarily of the general partners. What they have in common are the gen- 
eral partners. It would appear that the dissenting limited partners of the 
original company are not partners of the limited partners of the road com- 
pany. This would follow from the personal and voluntary nature of part- 
nership going back to Roman law, viz., that the partner of my partner is 
not my partner. 


GLIMPSES OF THE FUTURE 


If one is to glimpse into the near future, one must pay careful attention 
to certain trends in the theatre that may give rise to important tax and 
other consequences : 

(a) Purchase of motion picture rights by the theatrical producers and 
then formation of an independent motion picture producing corporation 
for co-production with a major studio ; 

(b) Investment in a theatrical production, directly or indirectly, by a 
major motion picture studio with acquisition of, or option to acquire, mo- 
tion picture rights prior to theatrical production ; 


118 The writer has been informed that they are often kept in existence for 18 years or 
more. 

119 T.R.C. § 708(b) (1) (B). Section 708(b) (1) (A) provides for termination where no 
part of the partnership business, financial operation, or venture is carried on by any of the 
partners in partnership. 

120 T.R.C. § 708(b) (2) (B). Section 708(b) (2) (A) provides a special rule for partner- 
ship merger or consolidation. 
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(c) Tying-in theatrical production with an eye to realization of maxi- 
mum income from sale or license of television rights, particularly televis- 
ing a musical production or adapting same for a “spectacular” ; and 

(d) Adapting television stories and plays for theatrical production. 

It would appear that theatrical business forms may change in the course 
of meeting the needs and requirements of the future. Prior to 1948, for 
example, a grant of motion picture rights to a play often specifically in- 
cluded television rights. If a picture were then made of a musical, the 
major studio would probably withhold release of the same on television as 
part of a general policy of not releasing major productions for television.’ 
One can imagine the chagrin of those who sold the television rights as an 
incident, virtually, of the motion picture rights. Today television rights are 
usually reserved, since they may be valuable. 

It is too soon to say whether some of the ferment will crystallize into 
a new predominant form of business organization, as appears to have 
occurred with the co-production in motion pictures. One can be sure that 
the joint venture will appear as a facet of some of these developments. 
Perhaps the limited partnership, so well adapted now to serve the theatre, 
may be by-passed. At that time the Commissioner may find it more difficult 
to obtain the adherence of the theatre to its traditional form of organiza- 
tion, the limited partnership. 


121 The Court in United Artists Corporation v. Strand Productions, Inc., 216 F.2d 305 
(1954), refused to permit exhibition on television in competition with the motion picture 
theatrical rights of United Artists. The decision discusses at some length the policy of the 
studios in refusing to release pictures for television. 
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Notes 


The Taxation of Partnership Profits Under the Income Tax Act of 
Puerto Rico of 1954. Since the first income tax law was enacted in Puerto 
Rico in 1925, the same rates of income tax applicable to corporations have been 
imposed on partnerships as such.’ This is also true of the Income Tax Act of 
1954, which is the second completely new law of its kind to be adopted by the 
Legislature of Puerto Rico.” From 1925 to 1954, however, the only significant 
sections of the law dealing specifically with the taxation of partnerships were 
those imposing the tax and those regarding the permissible credits and deduc- 
tions, which provisions were applicable alike to partnerships and corporations.* 

With regard to the taxation of partners on the profits realized by the part- 
nership, the provisions of the 1925 Act as originally approved were interpreted 
by the Supreme Court of Puerto Rico as taxing as income to the partners 
only actual distributions received by them from the partnership.* The Court 
based its decision on the clear implications of the definition of the term 
“profits” which in section 4(a) specifically included “distributions” made by 
a partnership to the partners. This section of the law was the only one which 
contained any reference, although indirect, to the manner in which partners 
were to be taxed on partnership profits. Prior to this decision the Treasurer 
of Puerto Rico had provided by regulation that partnership profits were tax- 
abie to the partners even if not distributed.® 

By an Act approved in April of 1941,° however, section 4(a) was amended, 
taxing the partners on all profits made by the partnership though not dis- 
tributed. The constitutionality of this amendment was upheld in Ballester v. 
Tax Court.’ In the 1954 Act partners are again taxed only on the partner- 
ship profits distributed. Thus, the law from 1941 to 1954 had what could be 
termed a “double-barreled” approach concerning partnerships, for not only 
were they regarded as separate taxpayers, but they also served as conduits 
for the imputation of income to each of the partners immediately upon a 
determination of its profits for the taxable year. 

The 1954 law contains many more provisions 1n respect to partnerships.® 
It is the aim of this paper to discuss some of the problems which may be 


1 Law No. 74, Secs. 28(a) and 35 (Puerto Rico, Aug. 6, 1925), hereafter cited as P. R. 
Income Tax Law of 1925. 

2 Law No. 91, Secs. 13 and 15 (Puerto Rico, June 29, 1954), hereafter cited as P. R. 
Income Tax Law of 1954. 

3 P, R. Income Tax Law of 1925, Secs. 28(a), 32, 34, and 35. 

4 Behn v. Domenech, 49 P. R. 790 (1936). 

5], T. Reg. No. 1, Sec. 90 (Puerto Rico, 1925). 

6 Act No. 31 (Puerto Rico, Apr. 12, 1941). 

769 P. R. 700 (1949). 

8 P. R. Income Tax Act of 1954, Sec. 181. 

9 Td. at Secs. 181-186. 
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encountered in their interpretation and application. First, however, it might 
be pertinent to describe briefly the legal nature of the partnership entity under 
the laws of Puerto Rico. 


LEGAL NATURE OF THE PARTNERSHIP UNDER PUERTO RICAN LAW 


The term “partnership” used in the English text 1° of the Income Tax Act 
of 1925, and in this respect there has been no change in the 1954 Act,’ was 
not used in the common law sense. It is a translation of the term sociedad 
found in the civil law, which is a juridical person apart from the members 
thereof ;1* and although the sociedad is significantly similar to a partnership 
under the common law, it is also different in many respects. 

Partnerships under the civil law may assume many forms,’* and although 
both income tax acts apply to all the possible types,1* the commercial partner- 
ship (sociedad mercantil) is the most important from the fiscal point of view. 
Commercial partnerships are mainly governed by the provisions of the Code 
of Commerce. Generally, any business organization brought into existence 
through “. . . articles of association by which two or more persons obligate 
themselves to place in a common fund any property, industry, or any of these 
things, in order to obtain profit. . . .” is a commercial partnership, provided 
it has been established in accordance with the provisions of such Code.'® 

Before commencing business as a partnership, the partners of a commercial 
partnership must record all of their agreements and covenants in respect 
thereto in a public instrument which must be inscribed in the commercial 
registry in the prescribed manner. All modifications and changes in the con- 
tract must similarly be recorded and inscribed, secret agreements among the 
partners being forbidden. This public instrument must contain certain pre- 
scribed information. 

The commercial partnership may be either a general co-partnership (sociedad 
colectiva) or a limited partnership (sociedad en comandita). In the general 
co-partnership all of the partners, under a collective name, bind themselves 
to participate, in the proportion established by agreement, in all the rights 
and obligations arising from the partnership contract and to be liable personally 
for the lawful debts and obligations of the partnership. The partners may, 
however, name from among themselves one or more managing partners. A 
general partner may not transfer or alienate his interest in the partnership 


10 P. R. Income Tax Act of 1925, Sec. 2(a) (3). Laws are officially published in both 
English and Spanish. 

11 P, R. Income Tax Act of 1954, Sec. 411(a) (3). 

12 Puerto Rico v. Russell & Co., 288 U.S. 476 (1933). 

18 Crvit Cove oF Puerto Rico, Arts. 1557, 1558, 1561-1569 (1930). 

14“. |. The term ‘partnership’ includes civil mercantile partnerships and industrial, 
agricultural, or professional partnerships or partnerships of any kind, ... .” (emphasis 
added) P. R. Income Tax Act of 1925, Sec. 2(a) (3). The counterpart section in the 1954 
Act is substantially identical. P. R. Income Tax Act of 1954, Sec. 411(a) (3). 

15 CopE oF CoMMERCE OF 1932, Arts. 95-156 (Puerto Rico). Authority for the state- 
ments that follow regarding the nature of the business or commercial partnership, unless 
otherwise specified, will be found in these articles of the Cop—E or CoMMERCE oF 1932. 
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or in any way substitute another person in respect of his rights and obliga- 
tions without the consent of the other partners. The general co-partnership 
must transact business under the names of all its partners, of any number of 
them, or of only one. If all of their names do not appear in the partnership 
name, it is mandatory that the words “and Co.” be added. 

In the limited partnership, in which there must be at least one general part- 
ner with unlimited personal liability (socio colectivo), one or more “limited” 
partners contribute a specific amount of capital to a common fund, each being 
liable to the extent of the capital contributed by him for the transactions 
carried out in the name of the partnership. It is managed exclusively by the 
general partner or partners. The names of the limited partners may not appear 
in the partnership name, which must consist of the name of at least one of 
the general partners. If the name of at least one of the general partners is not 
used in the partnership name, then the words ‘“‘and Co.” must be used after 
the name or names of the partners whose names are employed. The fact that 
the partnership is a limited one must also be indicated. The capital interest 
of limited partners may be represented by registered shares having a designated 
nominal or par value, such shares being transferable. However, no new shares 
may be issued until those previously issued and outstanding have been paid 
in full. 

All partners whether general or limited have a vested right in their dis- 
tributive shares of the profits of the partnership as soon as they are ascer- 
tained.1° However, title to the assets contributed by the partners passes to 
the partnership and on liquidation the partners are entitled only to the residue 
after all the debts of the partnership have been paid. 

After the agreement of partnership is entered into, the partnership acquires 
a legally enforceable claim against the partners for the amounts each of them 
has agreed to contribute as capital to the partnership. The partnership con- 
tract may be rescinded by the other partners if any one partner fails to con- 
tribute his share after being required to do so. 


PROVISIONS OF THE 1954 Act 

ACCUMULATED EARNINGS AND PROFITS 

Section 181 provides that each partner in a partnership shall include in his 
gross income for the taxable year the amount of his share of the partnership 
profits distributed; and section 182 states that “partnership profits distrib- 
uted” means any distributions made by a partnership to its partners (1) out 
of its earnings and profits accumulated after February 28, 1913,)7 or (2) out 
of the earnings and profits of the taxable year. Section 183 further provides 
that every distribution shall be presumed to have been made out of the earn- 
ings and profits to the extent thereof and from the most recently accumulated 
earnings and profits. 


16 Ballester v. Tax Court, supra note 7, at 704. 

17 The Revenue Act of 1913 was made applicable to Puerto Rico. However, the United 
States Congress passed an organic act in 1917, which gave the ther’ possession ample tax- 
ing powers. Organic Act of Puerto Rico of 1917, Sec. 3, as amended, 50 Start. 843 (1937). 
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These provisions will undoubtedly present some difficult accounting and 
legal problems. Partnerships do not keep an account equivalent or similar 
to the “earned surplus” account which is kept by corporations and from which 
the accumulated earnings and profits for income tax purposes are determined. 
The usual procedure is to open on the books separate “capital” accounts 
which reflect the original and subsequent capital contributions of each partner 
and to debit or credit such accounts with the balances shown in the “profit 
and loss” account in accordance with the partnership agreement at the end of 
each accounting period. Many partnership books contain separate “drawings” 
(or “personal”) accounts for each partner, on which are recorded the current 
withdrawals of the partner and which are also debited against the partner’s 
capital account. In other words, the capital accounts of the partners fluctuate 
continually, and no attempt is made to group, by their nature, the individual 
items which cause these fluctuations. 

In order to compute the amount of accumulated earnings and profits of a 
partnership in existence since 1913, even assuming the records are available, 
it would be necessary to make a complete analysis of the partners’ capital 
accounts to determine the residual amount of earnings and profits which 
remains in each, if any. Since the partnership is regarded under the income 
tax law as an entity completely separate and distinct from the partners, it 
must be considered as having retained as its own the accumulated earnings 
and profits in each partner’s capital account, regardless of the proportions 
in which they were accumulated by the partners. 

This would be fundamentally at odds with the doctrine of the Ballester 
case,!§ to the effect that partners have a vested interest in their distributive 
shares of the profits of the partnership as soon as they are ascertained. The 
opinion holds that the vested interest is such that each partner may claim the 
profits from the partnership if it refuses to distribute them, and that the profits 
as soon as determined are completely at the disposal of the partners. Thus, the 
partners have, in substance and effect, legal title to such profits in the pro- 
portions set forth in the partnership agreement. The following is the pertinent 
language in the opinion: }® 

... It is a well settled doctrine in regard to “sociedades” that the “socios” 
have a vested right in the profits as soon as they are determined. This is 
precisely the object of the sociedad: to obtain profits for its socios. The 
sociedad is not the owner of the profits. Once they have been determined 
the partners may claim them if the partnership refuses to deliver them. . . 

From the moment that the profits were determined they were at the dis- 
posal of the “socios” and the fact that they later agreed to put them in a profit 
and loss account does not exempt them from the tax imposed by law. This 
could not have been done without the consent of all the socios; consequently, 
in our opinion, it is the same as they, having received the profits, had assigned 
them to some other person or had disposed of them in any other manner... . 


It should be pointed out, of course, that stockholders of a corporation do 
not have legal title to the profits of the corporation but only a right, on certain 


18 See note 16 supra. 
19 Ballester v. Tax Court, 69 P. R. 700, 704. 











1956] NOTES 319 


rare occasions, to compel the board of directors to declare a dividend, and that 
the corporation itself is regarded as the legal owner of its accumulated earnings 
and profits. 

In many partnerships it is not uncommon to find that in some years one or 
more partners have made excessive withdrawals (that is, withdrawals in 
excess of their distributive share of the partnership profits), while others 
have allowed a considerable portion of their share of profits to remain in the 
partnership.?° This may result, if the above provisions relating to accumulated 
earnings and profits are literally applied, in the partner, who is actually with- 
drawing contributed capital, to be considered as having received a taxable 
distribution, while another partner, who is withdrawing profits which he did 
not withdraw in the year realized by the partnership, to be regarded as with- 
drawing capital. 

The above mentioned provisions of the 1954 Act apply also to joint ven- 
tures.21 As joint ventures are not legal entities separate and apart from the 
persons who do business under such an arrangement, the application of such 
provisions to co-adventurers would perhaps be less defensible. 

How the courts will resolve this dilemma remains to be seen. 


CAPITAL CONTRIBUTIONS BY THE PARTNERS TO THE PARTNERSHIP 


Do partners realize gain on the transfer of assets to the partnership in 
exchange for a capital interest therein? The law contains no provision cover- 
ing this situation. It would seem that the solution to this problem to a great 
extent will rest on whether the interests in the capital of the partnership which 
the partners receive in exchange for the assets contributed to the partnership 
have any market value. 

In Helvering v. Walbridge ** it was held that in the case of a common law 
partnership nothing is realized by a partner on the receipt of an interest in 
the capital of a partnership since a capital interest in a partnership does not 
have any market value. The Court reasoned that an interest in the capital of 
a partnership is a unique right, not freely transferable, for which there are no 
known buyers, and only an imaginary demand. 

This rationale would seem to apply similarly to the capital interest of a 
general partner under Puerto Rican law. In a partnership organized under 
the laws of Puerto Rico, as noted, a partner may not alienate or transfer his 
interest therein or bring in a new partner without the consent of the other 
partners. Further, as all general partners have the right to manage and direct 
the affairs of the partnership and are personally and jointly liable for any 


20 Jt is not uncommon for some partnership agreements to provide for periodic with- 
drawals in fixed amounts by any or all partners, with the understanding that their 
capital account will be reduced by any excess of the withdrawals over the profits made, 
if any. 

21“ |. a partnership . . . shall include . . . two or more persons, under a common 
name or not, engaged in a joint venture for profit... .” P. R. Income Tax Act of 1954, 
Sec. 411 (a) (3). : 

22 70 F.2d 683 (2d Cir. 1934). 
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claim arising out of any transaction made in the name of the partnership, 
this consent, as a practical matter, is not lightly given, nor are new partners, 
for the same reasons, readily found. 

In Edward B. Archbald,* involving a partnership under the common law, 
the Commissioner of Internal Revenue of the United States argued that the 
contribution by the individual partner to the partnership should be regarded 
as a “closed transaction,” being an exchange of assets for an interest in the 
partnership reflecting the contribution value of the assets. The Board of Tax 
Appeals stated : *4 

... That the contribution of individual property to a newly organized part- 
nership operates to shift its title from the individual and to change the nature 
of his interest is clear. . . . But it does not follow that such change is itself 
the realization of gain or loss. . . . On the contrary, the investment is now 
more fettered than before, as it is bound with others in the joint enterprise. 
Although a transformation in title has occurred, there has been no exchange 
of property for other and different property, but only a further venturing of 
the old investment in a new project with the hope of added income in the 
future. . . . Unlike corporate shares received in exchange for the subscription 
price in property, the new partnership interest may not be separately disposed 
of without destroying the partnership. . . . To this extent the partnership 
and the partner are identical, and a corporation and its shareholders are 
NO... 


The Board therefore disregarded the fact that legal title to the assets passed 
to the partnership, presumably because it considered this a mere formality, 
and based its decision mainly on the fact that in a common law partnership 
there is such a close identity of interest between each partner and the partner- 
ship itself that the two cannot be considered as separate and distinct when 
dealing with each other. This is true also to a considerable extent of general 
partners in a civil law partnership. 

With regard to the profits of the partnership, as we have seen from the 
quoted language of the Ballester case,*° it is impossible for a closer identity 
to exist between partner and partnership than is the case under Puerto Rican 
law ; the partnership is merely the agent of the partners while the profits remain 
undistributed and unapplied. The partnership is composed only of the persons 
who enter into the partnership contract ** and, as indicated, no partner may 
assign his interest in it or bring in another partner without the consent of 
the others. Hence, a new partner necessitates a new consensual agreement, 
which is, in substance and effect, the creation of a new partnership. A partner- 
ship under the civil law is likewise legally destroyed by a transfer of all or 
part of the interest of a partner in the capital of the partnership. 

What closer identity of interest between the individual general partners 
and the partnership itself is necessary for the reasoning in the Archbald case 
to be applicable? The fact that a partnership is a separate juridical person 


23 27 B.T.A. 837 (1933). 

24 Td. at 844; emphasis added. 

25 See p. 318 supra. 

26 Carle v. Benitez, 46 P. R. 182, 186 (1934). 
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seems the only obstacle in this respect. Perhaps this will be brushed aside by 
the courts on the ground that taxation is more concerned with the realities 
than with legal trimmings. It would seem that the recognition of partnerships 
as separate legal entities finds practical importance only with respect to third 
parties, for the rights and duties between the partnership and the partners 
and among the partners themselves are embodied in the partnership contract, 
and when one partner sues the partnership he is in reality seeking redress 
from the other partners. 

However, if the transaction is considered a “closed” one and if it is also 
decided that a partner’s interest in the capital of a partnership may have a 
fair market value, then other related problems requiring solution are whether 
the partner should be permitted to show that the fair market value of the 
interest in the partnership received by him in exchange for the property he 
transferred to the partnership has a lower market value than that of the 
property transferred,”’ and whether he should be required to show that the 
amount paid in excess of the claimed market value of the interest in the 
capital of the partnership was not for a purpose other than the acquisition of 
the property.** 

There is still another possible approach which may be followed by the 
courts. As the partner incurs a legal obligation to the partnership for the 
amount he agrees to contribute to the partnership, which obligation is legally 
enforceable by the partnership, the partner could be regarded, under the 
doctrine of Commissioner v. Mesta,® as realizing the amount of the obliga- 
tion upon the transfer of the assets to the partnership. However, this doctrine 
might not be applied by the courts, on the theory that no pre-existing obliga- 
tion is actually satisfied by the partner and that, in effect, the real nature of 
the transaction is a voluntary investment of capital by the partner. 

Concerning the basis to the partner of his interest in the capital of the 
partnership, the answer presumably will depend on the solution to the problem 
whether or not a partner realizes gain on the formation of a partnership. If 
the decisions should hold that the interests of the partners in the partnership 
do not have any fair market value, then the doctrine of Burnet v. Logan *° 
would perhaps be deemed to be applicable, and thus the basis to the partner 
of the property transferred by him to the partnership would be considered 
to carry over to the interest acquired by the partner in the partnership, result- 
ing in postponement of any possible gain. However, should a gain be realized 
by the partner, then the answer would depend on the market value assigned 
to the partnership interest in the absence of a possible presumption that there 
has been an exchange of equivalent values *! or that the amount realized by 
the partner has been the amount of the obligation to the partnership which 
the partner is satisfying.®*” 


27 Estate of Isadore L. Myers, 1 T.C. 100 (1942) (concurring opinion). 
28 Majestic Securities Corp. v. Comm’r, 120 F.2d 12 (8th Cir. 1941). 

29 123 F.2d 986 (3d Cir. 1941). 

30 283 U.S. 404 (1931). 

31 Estate of Isadore L. Myers, supra note 27. 

82 See Comm’r v. Mesta, note 29 supra. 
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Similar problems will undoubtedly arise in regard to the basis to the part- 
nership of assets contributed by the partners, for the law contains no provision 
in this respect. 

This uncertainty does not exist in the case of corporations, for section 
112(b)(5) permits, under certain circumstances, the transfer of assets to 
corporations without any tax consequences. In addition, the shareholders 
may elect to have the gain recognized by not complying with the provisions 
of that section. 

The above considerations may not apply to the capital interests of limited 
partners which, as we have seen, bear some similarity to shares of stock in 
corporations. Hence, two different rules may develop, one for general part- 
ners and another for limited partners. 


LIQUIDATIONS AND SALES AND EXCHANGES BY PARTNERS OF THEIR CAPITAL 
INTERESTS IN THE PARTNERSHIP 


Section 186 provides that amounts distributed on complete liquidation of 
a partnership shall be considered full payment in exchange for the partner’s 
share of the capital of the partnership, and that amounts distributed in partial 
liquidation of a partnership shall be treated as part or full payment for the 
partner’s share of the capital of such partnership. It further provides that the 
gain or loss to the distributee partner resulting from such exchange shall be 
determined under section 185(a) and shall be recognized in full, with the 
exception that when there is an exchange for property of like kind a gain is 
not recognized under section 112(b)(1). Section 185(a) provides that the 
gain from the sale or other disposition of a partner’s share of the capital of a 
partnership shall be the excess of the amount realized therefrom over the cost 
of such share to the partner and that the loss shall be the excess of the cost 
over the amount realized. 

These sections provide, in effect, for capital gains treatment on gains 
realized on a partial or complete liquidation of a partnership under all circum- 
stances, regardless of the nature of the assets distributed and without regard 
to the amount of the accumulated earnings and profits of the partnership. 

This simple statutory approach is fraught with tax avoidance possibilities. 
In connection with corporations the United States Congress found it neces- 
sary at a very early date to make an exception to such a general rule to cover 
cases where the distribution by the corporation was essentially equivalent to 
a dividend, and no satisfactory solution has yet been found to this problem.** 

Capital gains treatment will in all probability be accorded also to gains 
realized on the sale or exchange of a partner’s capital interest in a partner- 
ship.** By the simple expedient of a sale or exchange or by means of a partial 


88 Winston and Hoffman, Stock Redemptions Under Sections 302 and 318, 10 Tax L. 
Rev. 363 (1955). 

84 Under the 1939 Code, which also did not contain any provision in this respect, it had 
become firmly established that capital gains resulted to the partners on the sale of a 
capital interest in the partnership, even though partnerships at common law are not 
legal entities apart from the partners. Swiren v. Comm’r, 183 F.2d 656 (7th Cir. 1950) ; 
Comm’r v. Smith, 173 F.2d 47 (Sth Cir. 1949). 
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or complete liquidation of the partnership, partners may avoid ordinary in- 
come treatment on what would be considered a distribution of ordinary income 
if made directly by the partnership to the partner.*® 

If the partners receive on liquidation the property they contributed origi- 
nally to the partnership, they may be considered as realizing capital gains on 
any excess of the fair market value of the assets over the basis to them of 
such property at the time it was contributed to the partnership, for, as indi- 
cated above, they may have obtained as a basis for their interest in the partner- 
ship the same basis the assets had when contributed, whereas if they had 
disposed of the assets directly they could, depending on the nature of the 
asset, receive ordinary income.*® 

The Act does not define, for the purposes of section 186, what a partial 
liquidation is. In view of the fact that the partners’ capital accounts on the 
books of the partnership fluctuate continuously, the courts will undoubtedly 
encounter much difficulty in interpreting this provision. Also, will the profits 
which partners leave in the partnership, in view of the Ballester case," be 
considered additional contributions of capital from one accounting period to 
the next? If so regarded, it will obviously affect to a great extent the answer 
to what constitutes a partial liquidation. 

If the above provisions should be interpreted as according capital gains 
treatment to partners on liquidations and on sales and exchanges, then the 
formation of partnerships with partners having minor capital interests and 
limited partnerships will be greatly encouraged. It should be remembered 
that in the case of limited partnerships the risk of the limited partner is 
restricted to his capital contribution and that the limited partner’s share in 
the capital of the partnership is transferable. 


TRANSACTIONS BETWEEN RELATED TAXPAYERS 

Section 24(b)(1) provides that in computing net income no deduction 
shall be allowed for losses on sales or exchanges of property, except in the 
case of distributions in liquidations, directly or indirectly, between an indi- 
vidual and a corporation or partnership more than 50 per cent of the out- 


85 It should be mentioned here that a partnership, the purpose of which is exclusively 
the rendition of personal services, is permitted under the laws of Puerto Rico. Buscaglia 
v. Tax Court, 65 P. R. 9 (1945). If the rule in the Regulations issued under the 1939 
Code regarding the liquidation of partnerships is adopted, then no gain or loss will be 
recognized to the partnership on its liquidation. Reg. 118, Sec. 39.22(a)-20. But cf. I. T. 
4109, 1952-2 Cum. Butt. 138. The partnership would then become an ideal income tax 
avoidance device under the 1954 Act. 

86 Whether or not personal property, other than money, which has been contributed by a 
partner to the firm, is considered partnership property depends upon the intention of the 
parties, and the mere fact that property is used in the firm business will not necessarily 
make it firm property. Reider v. Torruella, 48 P. R. 846, 853 (1935). Also, under the 
civil law, title to real property may be retained by the owner while transferring directly 
to another person the beneficial enjoyment thereof (usufructo). Therefore, partners may 
be in a position where they can avoid to a great extent the —— of the above dis- 
cussed provisions, in any event. 

87 See Ballester v. Tax Court, note 7 supra. 
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standing capital of which is owned, directly or indirectly, by such individual. 
Section 24(b)(2)(C) provides that in determining the ownership of stock 
or of partnership capital for the purpose of applying the provisions of section 
24(b) (1), any individual owning stock in a corporation or any share in the 
capital of a partnership, except the stock or partnership capital owned directly 
or indirectly by the individual’s family, shall be considered as owning the 
stock or partnership capital owned, directly or indirectly, by any of his 
partners. 

It would seem the effect of the latter provision is to make every partner in 
a partnership a hundred per cent owner of the partnership regardless of the 
extent of his interest in it and regardless of the personal relationships existing 
among the partners. As a corollary, a partner may not deduct any loss he 
sustains in sales or exchanges of property between himself and the partnership, 
regardless of how insignificant his capital interest is. On the other hand, a 
stockholder who owns less than 50 per cent in value of the stock of a corpora- 
tion may usually deduct a loss resulting from a sale or exchange in which 
the corporation is the purchaser, as the stock ownership is not, except in 
certain specified cases, imputed to him. 

Section 24(b)(1)(C) disallows losses on sales or exchanges between two 
corporations, or between two partnerships, or between a corporation and a 
partnership, if more than 50 per cent in value of the outstanding stock or 
capital of each is owned, directly or indirectly, by the same individual. This 
section would make it impossible for two partnerships to deduct losses in any 
such sales or exchanges if they should have a partner in common. On the other 
hand, two corporations may deduct losses of this kind as long as no single 
shareholder owns more than 50 per cent in value of the stock in both cor- 
porations. This would also apply to a transaction between a corporation and 
a partnership where the partners, in whatever proportion, or any one of 
them, own more than 50 per cent in value of the shares of stock in the corpora- 
tion. In contrast, two corporations, having only two shareholders, with each 
owning up to 49 per cent in value of their respective stocks, would not incur 
any risk of disallowance, unless, of course, any one of the other rules of owner- 
ship-attribution is applicable. 

The above attribution-of-ownership rules apply also to the disallowance 
of deductions for expenses and interest,** although some other specified con- 
ditions must obtain to bring the rules into operation. 

The conclusion is inevitable, therefore, that the rules which apply to part- 
nerships and partners in the area of related taxpayers are stricter than those 
applying to corporations and shareholders. Partners in this field are considered 
to be very closely identified with the partnership. 


CoNCLUSION 


A cursory examination of the provisions of the Income Tax Law of Puerto 
Rico of 1954 relating to partnerships reveals that the courts will be faced with 


38 P, R. Income Tax Act of 1954, Sec. 24(c) (3). 
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many difficult problems of interpretation. It also reveals that they are incom- 
plete in many respects and provide easy avenues of tax avoidance. 

It is also clear that cases decided by the federal courts relating to common 
law partnerships cannot be readily followed as precedents in connection with 
these provisions, not only because similar provisions have never appeared in 
any of the federal revenue laws but also because of the legal differences obtain- 
ing between common and civil law partnerships. The same is true of corpora- 
tions due to the even more fundamental differences that exist between corpora- 
tions and partnerships under the civil law. Thus, the task of the courts of the 
Commonwealth will not be an easy one. 

José A. Mayorat * 


* A member of the Puerto Rican Bar. 
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